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INTRODUCTION
This pamphlet,’ prepared by the staff of the Joint Committee on Taxation, provides a

description of the revenue provisions contained in the President's fiscal year 1998 budget -
proposal, as submitted to the Congress on February 6 19972

This document does not include a description of certain user fees and other proposals
contained in the President's fiscal year 1998 budget proposal that may or may not be considered
to be in the jurisdiction of the House Committee on Ways and Means or the Senate Committee
on Finance.?

This document contains only a description of present law and each of the tax revenue
proposals contained in the President's budget. The document does not provide any analysis of
the policy issues raised by the proposals. The Joint Committee staff anticipates providing such
policy analysis at a later date (e.g., in connection with Senate Finance or Ways and Means
Committee hearings on the proposals),

! This pamphlet may be cited as follows: Joint Committee on Taxation, Description of
Revenue Provisions Contained in the President's Fiscal Year 1998 Budget Proposal (JCX-6-
97R), February 10, 1996. :

? See Department of the Treasury, General Explanations of the Administration's Revenue
Proposals, February 1997. Also, Office of Management and Budget, Budget of the United States
Government, Fiscal Year 1998: Analytical Perspectives, pp. 45-60.

? See Office of Management and Budget, Budget of the United States Government, Fiscal
Year 1998: Analytical Perspectives, pp. 61-69.
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I. TAX CUT SUNSET

The President's budget proposal states that a mechanism will apply to ensure that the
budget is balanced in 2002 under both Office of Management and Budget ("OMB") and
Congressional Budget Office ("CBO") economic assumptions. Specifically, the President's
budget states the following:

"The Administration is confident that its own assumptions will continue to prove the
more accurate. - '

"Nevertheless, the budget includes a mechanism to ensure that the President's plan
reaches balance in 2002 under OMB or CBO assumptions. If OMB's assumptions prove
correct, as we expect, then the mechanism would not take effect. If, however, CRO
proves correct -- and the President and Congress cannot agree on how to close the gap
through expedited procedures--then most of the President's tax cuts would sunset, and
discretionary budget authority and identified entitlement programs would face an across-
the-board limit."*

The budget proposal documents published by the Administration contain no additional
detail with respect to the sunset mechanism as relates to the President's tax proposals. A draft
document provided by OMB to the staff of the Joint Committee on Taxation specifies in detail
the application of the mechanism to spending provisions. However, with respect to the tax
reduction provisions in the President's budget, the OMB document merely states that specified
tax cuts sunset at the end of calendar year 2000,

The Treasury Department has indicated in a draft document provided to the staff of the
Joint Committee on Taxation that the sunset mechanism would apply to the following
provisions: (1) the tax credit for families with young children, (2) the HOPE scholarship tuition
tax credit, (3) the education and job training deduction, (4) the expanded Individual Retirement
Arrangement ("IRA") provisions, (5) the expanded empowerment zone and enterprise
communities provision, and (6) the deduction for environmental remediation expenses
("Brownfields"). The Treasury Department provided specific detail with respect to how the IRA
provisions would be sunset under the mechanism, but did not provide details with respect to the
application of the sunset to the other specified tax cut provisions.

Until additional information is known regarding the application of the sunset mechanism,
the staff of the Joint Committee on Taxation is not able to provide an analysis of the sunset
mechanism nor can the budget effects of the Administration’s tax proposals be finally estimated.
In order to provide such analysis and revenue estimates, the following information is required:
(1) a description of how the sunset date identified by the OMB would apply to the specified tax

4 Office of Management and Budget, Budget of the United States Government,
Fiscal Year 1998. ' '
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cut provisions, other than IRAs, (2) statutory language detailing the application of the sunset
mechanism, and (3) 2 CBO analysis of the budget proposal and the sunset mechanism. The
President's budget documents and the OMB description of the sunset mechanism appear to
assume that CBO economic assumptions will trigger the application of the tax cut sunset
mechanism. However, the tables of the estimated budget receipts shown in the President's
budget proposal do not reflect an expectation that any of the tax provisions in the budget
proposal would sunset.



HO. MIDDLE CLASS TAX RELIEF
A. Tax Credit for Families with Children Under Age 13

Present Law

In general

Present law does not provide any tax credit specific based solely on the taxpayer's
number of dependent children. Taxpayers with dependent children, however, generally dre able
to claim a personal exemption for each of these dependents. The total amount for personal
exemptions is subtracted (along with certain other items) from adjusted gross income (AGI) in
arriving at taxable income. The amount of each personal exemption is $2,650 for 1997, and is _
adjusted annually for inflation. In 1997, the amount of the personal exemption is phased out for
~ taxpayers with AGI in excess of $121,200 for single taxpayers, $151,500 for heads of household,
and $181,800 for married couples filing joint returns. These phaseout thresholds are adjusted
annually for inflation.

In addition, under present law, taxpayers with children may be entitled to (1) a tax credit
for child care expenses and (2) an exclusion from income for employer-provided dependent care
assistance. Further, the amount of earned income credit (EIC) to which a taxpayer is entitied
may be increased depending upon the taxpayer's family size.

Description of Proposal

The proposal would provide taxpayers with a nonrefundable tax credit of $300 for each
qualifying child under the age of 13 (as of the close of the calendar year in which the taxpayer's
taxable year begins) for taxable years 1997, 1998 and 1999. The credit would be calculated
before the application of the earned income credit (in 2 manner similar to the provision contained
in the Balanced Budget Act of 1995 as passed by the Congress). The amount of the credit would
be increased to $500 for each qualifying child for taxable years beginning after December 31,
1999.

The credit would be phased out ratably for taxpayers with AGI over $60,000 and would
be fully phased out at AGI of $75,000. In the case of a taxable year beginning after calendar year
2000, the maximum credit and the beginning pomt of the phaseout range would be indexed
annually for inflation.

Effective Date

The proposal would be effective for taxable years beginning after December 31, 1996.
The President's budget proposal contains a tax cut sunset provision that, if triggered, would
sunset the child credit for calendar years after 2000. See the description of this sunset
mechanism in Part I, above. '



B. Tax Incentives for Education and Training
1. HOPE scholarship tuition tax credit
.. Present Law

Taxpayers generally may not deduct education and training expenses. However, a
deduction for education expenses generally is allowed under section 162 if the education or
training (1) maintains or improves a skill required in a trade or business currently engaged in by
the taxpayer, or (2) meets the express requirements of the taxpayer's employer, or requirements
of applicable law or regulations, imposed as a condition of continued employment (Treas. Reg.
sec. 1.162-5). Education expenses are not deductible if they relate to certain minimum
educational requirements or to education or training that enables a taxpayer to begin working in
a new trade or business. In the case of an employee, education expenses (if not reimbursed by
the employer) may be claimed as an itemized deduction only if such expenses relate to the
employee’s current job and only to the extent that the expenses, along with other miscellaneous
deductions, exceed two percent of the taxpayer's adjusted gross income (AGID).

- Education expenses that are reimbursed by the employer are excludable from the
employee's gross income as a working condition fringe benefit (sec. 132(d)) if the education
qualifies as work related under section 162. A special rule allows an employee to exclude from
gross income for income tax purposes and from wages for employment tax purposes up to
$5,250 paid by his or her employer for educational assistance, regardless of whether the
education maintains or improves a skill required by the employee's current positton (sec. 127).
This special rule for employer-provided educational assistance expires with respect to courses
beginning after June 30, 1997° (and does not apply to graduate level courses beginning after June
30, 1996). -

Another special rule (sec. 135) provides that interest earned on a qualified U.S. Series EE
savings bond issued after 1989 is excludable from gross income if the proceeds of the bond upon’
redemption do not exceed qualified higher education expenses paid by the taxpayer during the
taxable year.® "Qualified higher education expenses" include tuition and fees (but not room and
board expenses) required for the enrollment or attendance of the taxpayer, the taxpayer's spouse,
~or a dependent of the taxpayer at certain colleges, universities, or vocational schools. The

* The legislative history of the Small Business Job Protection Act of 1996 indicated
Congressional intent to extend the exclusion for employer-provided educational assistance
through May 31, 1997. The Statute, however, extended the exclusion through June 30, 1997.

® If the aggregate redemption amount (i.¢., principal plus interest) of all Series EE bonds
redeemed by the taxpayer during the taxable year exceeds the qualified education expenses
incurred, then the excludable portion of interest income is based on the ratio that the education
expenses bears to the aggregate redemption amount (sec. 135(b)).
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exclusion provided by section 135 is phased out for certain higher-income taxpayers, determined
by the taxpayer's modified AGI during the year the bond is redeemed. For 1996, the exclusion
was phased out for taxpayers with modified AGI between $49,450 and $64,450 ($74,200 and
$104,200 for joint returns). To prevent taxpayers from effectively avoiding the income phaseout
limitation through issuance of bonds directly in the child's name, section 135(c)(1)(B) provides
that the interest exclusion is available only with respect to U.S. Series EE savings bonds issued
to taxpayers who are at least 24 years old.

Section 117 excludes from gross income amounts received as a qualified scholarship by
an individual who is a candidate for a degree and used for tuition and fees required for the
enrollment or attendance (or for fees, books, supplies, and equipment required for courses of
instruction) at a primary, secondary, or post-secondary educational institution. The tax-free
treatment provided by section 117 does not extend to scholarship amounts covering regular
living expenses, such as room and board. There is, however, no dollar limitation for the section
117 exclusion, provided that the scholarship funds are used to pay for tuition and required fees.
In addition to the exclusion for qualified scholarships, section 117 provides an exclusion from
gross income for qualified tuition reductions for education below the graduate level provided to
employees of certain educational organizations.

In the case of an individual, section 108(f) provides that gross income subject to Federal
income tax does not include any amount from the forgiveness (in whole or in part) of certain
student loans, provided that the forgiveness is contingent on the student's working for a certain
period of time in certain professions for any of a broad class of employers (e.g., providing health
care services to a nonprofit organization). Student loans eligible for this special rule must be
made to an individual to assist the individual in attending an education institution that normally
maintains a regular faculty and curriculum and normally has a regularly enrolled body of
students in attendance at the place where its education activities are regularly carried on. Loan
proceeds may be used.not only for tuition and required fees, but also to cover room and board
expenses (in contrast to tax-free scholarships under section 117, which are limited to tuition and
required fees). In addition, the loan must be made by (1) the United States (or an instrumentality
or agency thereof), (2) a State (or any political subdivision thereof), (3) certain tax-exempt
public benefit corporations that control a State, county, or municipal hospital and whose
employees have been deemed to be public employees under State law, or (4) an educational
organization that originally received the funds from which the loan was made from the United
 States, a State, or a tax-exempt public benefit corporation. As with section 117, there is no
dollar limitation for the section 108(f) exclusion.

Section 529 (enacted as part of the Small Business Job Protection Act of 1996) provides
tax-exempt status to "qualified State tuition programs,” meaning certain programs established
and maintained by a State (or agency or instrumentality thereof) under which persons may (1)
purchase tuition credits or certificates on behalf of a designated beneficiary that entitle the
beneficiary to a waiver or payment of qualified higher education expenses of the beneficiary, or
(2) make contributions to an account that is established for the purpose of meeting qualified
higher education expenses of the designated beneficiary of the account. "Qualified higher
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education expenses” are defined as tuition, fees, books, supplies, and equipment required for the
enrollment or attendance at a college or university (or certain vocational schools). Qualified
higher education expenses do not include room and board expenses. Section 529 also provides
that no amount shall be included in the gross income of a contributor to, or beneficiary of; a
qualified State tuition program with respect to any distribution from, or earnings under, such
program, except that (1) amounts distributed or educational benefits provided to a beneficiary
(e.g., when the beneficiary attends college) will be included in the beneficiary's gross income -

- (unless excludable under another Code section) to the extent such amount or the value of the
educational benefits exceeds contributions made on behalf of the beneficiary, and (2) amounts
distributed to a contributor (e.g., when a parent receives a refund) will be included in the
contributor's gross income to the extent such amounts exceeds contributions made by that
person.

Description_of Proposal

Individual taxpayers would be allowed to claim a non-refundable credit against Federal
income taxes up to $1,500 per student per year for tuition and required fees (but not room and
board expenses) for the first two years of the student's post-secondary education in a degree or
certificate program. The education expenses must be incurred on behalf of the taxpayer, the
taxpayer's spouse, or a dependent. The credit would be available with respect to an individual
student for two taxable vears, provided that the student has not completed the first two years of
post-secondary education. With respect to each student, a taxpayer may claim either the credit

or the proposed above-the-line deduction (described below). If, for any taxable year, 2 taxpayer
chooses to claim a credit with respect to a particular student, then the proposed above-the-line
deduction will not be available with respect to that particular student for that year (although the
proposed deduction may be available with respect to that student for other taxable years, such as
after the student completes two years of college and no longer is eligible for the credit). For one
taxable year, a taxpayer may claim the proposed above-the line deduction for education expenses
with respect to one student and also claim the credit with respect to other students. An eligible
student would not be entitled to claim a credit under the proposal if that student is claimed as a
dependent for tax purposes by another taxpayer. Ifa parent claims a student as a dependent, any
education expenses paid by the student would be treated as paid by the parent for purposes of the
proposal. ' :

With respect to each individual student, a taxpayer is limited to a tuition tax credit of the
lesser of the qualified education expenses incurred during the taxable year with respect to that
student or the maximum credit amount. The maximum credit amount for a taxable year would
be $1,500, reduced by any Federal educational grants, such as Pell Grants, awarded to the
student for that year (or for education beginning in the first three months of the next year, if
credits are claimed based on payments for that education). Beginning in 1998, the maximum
credit amount would be indexed for inflation, rounded down to the closest multiple of $50.

The maximum credit amount would be p.ha_sed out ratably for taxpayers' with modified
AGI between $50,000 and $70,000 ($80,000 and $100,000 for joint returns). Modified AGI
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would mclude taxable Social Security benefits and amounts otherwise excluded with respect to
income earned abroad (or income from Puerto Rico or U.S. possessions). Modified AGI for
purposes of the credit would be determined without regard to the proposed above-the-line
deduction for higher education expenses (described below) in cases where the credit is claimed
with respect to one student and the deduction is claimed with respect to another student in the
same taxable year. Beginning in 2001, the income phase-out ranges would be indexed for
inflation, rounded down to the closest multiple of $5,000.

The credit would be available for "qualified higher education expenses," meaning tuition
and fees required for the enrollment or attendance of an eligible student (e.g., registration fees,
laboratory fees, and extra charges for particular courses) at an ehg1b1e institutton. Charges and
fees associated with meals, lodging, student activities, athletics, insurance, transportation, books,
and similar personal, living or family expenses would not be included. The expenses of
education involving sports, games, or hobbies would not be qualified higher education expenses
unless this education is part of a degree program.

An eligible student would be one who is enrolled or accepted for enrollment in a degree,
certificate, or other program (including a program of study abroad approved for credit by the
institution at which such student is enrolled) leading to a recognized educational credential at an
eligible institution of higher education. The student must pursue a course of study on at least a
half-time basis. In addition, for a student's qualified higher education expenses to be eligible for ~
the credit, the student must not have been convicted of a Federal or state felony consisting of the
possession or distribution of certain drugs, and generally cannot be a nonresident alien.
Furthermore, a taxpayer would be entitled to the credit for a student in a second taxable year
only if the student obtained a qualifying grade point average for all previous post-secondary
education. Generally, this would be an average of at least 2.75 on a 4-point scale, or a
substantially similar measure of achievement.’

Eligible institutions would be defined by reference to section 481 of the Higher
Education Act of 1965. Such institutions generally would be accredited post-secondary
educational institutions offering credit toward a bachelor's degree, an associate's degree, or
another recognized post-secondary credential.  Certain proprietary institutions and post-
secondary vocational institutions also would be eligible institutions. The institution must be-
eligible to participate in Department of Education student aid programs.

Qualified education expenses generally would include only out-of-pocket tuition and
fees. Qualified education expenses would not include expenses covered by educational
assistance that is not required to be included in the gross income of either the student or the
taxpayer claiming the credit. Thus, total tuition and required fees would be reduced by

" Institutions that do not use a 4-point grading scale would be allowed to retain their own
system while still allowing their students to qualify for the credit; these institutions will
determine what measure under the system they use reasonably approximates a B- GPA.
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scholarship or fellowship grants excludable from gross income under present-law section 117
and any tax-free veteran's educational benefits. In addition, qualified education expenses would
be reduced by the interest from U.S. savings bonds that is excludable from gross income under
section 135 for the taxable year. However, no reduction of qualified education expenses would
be required for a gift, bequest, devise, or inheritance within the meaning of section 102(a). Ifa
student's education expenses for a taxable year are deducted under any section of the Code
(including the proposed above-the-line deduction for education expenses), then no credit would
be available for such expenses.

The credit would be available in the taxable year the expenses are paid, subject to the
requirement that the education commence or continue during that year or during the first three
months of the next year. Qualified higher education expenses paid with the proceeds of a loan
generally would be eligible for the credit (rather than repayment of the loan itself). The credit
would be recaptured in cases where the student or taxpayer receives a refund (or reimbursement
through insurance) of tuition and fees for which a credit has been claimed in a prior year,

The Secretary of the Treasury (in consultation with the Secretary of Education) would
have authority to issue regulations to implement the proposal, including regulations providing
appropriate rules for recordkeeping and information reporting. These regulations would address
the information reports that educational institutions would file to assist students and the IRS in
determining whether a student meets the eligibility requirements for the credit and calculating
the amount of the credit potentially available. Where certain terms are defined by reference to
the Higher Education Act of 1965, the Secretary of Education would have authority to issue
regulations, as well as authority to define other education terms as necessary.

Effective Date

~ The proposal would be effective for payments made on or after January 1, 1997, for
education commencing on or after July 1, 1997. The President's budget proposal contains a tax
cut sunset provision that, if triggered, would sunset the HOPE scholarship tuition tax credit for
calendar years after 2000. See the description of this sunset mechanism in Part L., above.

2. Education and job training tax deduction

Present Law

Taxpayers generally may not deduct education and training expenses. However, a
deduction for education expenses generally is allowed under section 162 if the education or
training (1) maintains or improves a skill required in a trade or business currently engaged in by
the taxpayer, or (2) meets the express requirements of the taxpayer's employer, or requirements
of applicable law or regulations, imposed as a condition of continued employment (Treas. Reg.
sec. 1.162-5). Education expenses are not deductible if they relate to certain minimum
educational requirements or to education or training that enables a taxpayer to begin working in
a new trade or business. In the case of an employee, education expenses (if not reimbursed by
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the employer) may be claimed as an itemized deduction only if such expenses relate to the
- employee's current job and only to the extent that the expenses, along with other miscellaneous
deductions, exceed two percent of the taxpayer's adjusted gross income (AGI).

Education expenses that are reimbursed by the employer are excludable from the
employee's gross income as a working condition fringe benefit (sec. 132(d)) if the education
qualifies as work related under section 162. A special rule allows an employee to exclude from
gross income for income tax purposes and from wages for employment tax purposes up to
$5,250 paid by his or her employer for educational assistance, regardiess of whether the
education maintains or improves a skill required by the employee's current position (sec: 127).
This special rule for employer-provided educational assistance expires with respect to courses
beginning after June 30, 1997* (and does not apply to graduate level courses beginning after June
30, 1996).

Another special rule (sec. 135) provides that interest earned on a qualified U.S. Series EE
savings bond issued after 1989 is excludable from gross income if the proceeds of the bond upon
redemption do not exceed qualified higher education expenses paid by the taxpayer during the
taxable year.” "Qualified higher education expenses” include tuition and fees (but not room and
board expenses) required for the enroliment or attendance of the taxpayer, the taxpayer's spouse,
or a dependent of the taxpayer at certain colleges, universities, or vocational schools. The
exclusion provided by section 135 is phased out for certain higher-income taxpayers, determined
by the taxpayer's modified AGI during the year the bond is redeemed. For 1996, the exclusion
was phased out for taxpayers with modified AGI between $49,450 and $64,450 ($74,200 and
$104,200 for joint returns). To prevent taxpayers from effectively avoiding the income phaseout
limitation through issuance of bonds directly in the child's name, section 135(c)(1)(B) provides
that the interest exclusion is available only with respect to U.S. Series EE savings bonds issued
~ to taxpayers who are at least 24 years old.

Section 117 excludes from gross income amounts received as a qualified scholarship by
an individual who is a candidate for a degree and used for tuition and fees required for the
enrollment or attendance (or for fees, books, supplies, and equipment required for courses of
instruction) at a primary, secondary, or post-secondary educational institution. The tax-free
treatment provided by section 117 does not extend to scholarship amounts covering regular
living expenses, such as room and board. There is, however, no dollar limitation for the section

® The legislative history of the Small Business Job Protection Act of 1996 indicated
Congressional intent to extend the exclusion for employer-provided educational assistance
through May 31, 1997, The statute, however, extended the exclusion through June 30, 1997.

? If the aggregate redemption amount (i.e., principal plus interest) of all Series EE bonds
redeemed by the taxpayer during the taxable year exceeds the qualified education expenses
incurred, then the excludable portion of interest income is based on the ratio that the education
expenses bears to the aggregate redemption amount (sec. 135(b)). ' '
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117 exclusion, provided that the scholarship funds are used to pay for tuition and required fees.
In addition to the exclusion for qualified scholarships, section 117 provides an exclusion from
gross income for qualified tuition reductions for education below the graduate level provided to
employees of certain educational organizations, ' '

~ In the case of an individual, section 108(f) provides that gross income subject to Federal
incormne tax does not include any amount from the forgiveness (in whole or in part) of certain
student loans, provided that the forgiveness is contingent on the student's working for a certain
period of time in certain professions for any of a broad class of employers (e. g., providing health
care services to a nonprofit organization). Student loans eligible for this special rule must be
made to an individual to assist the individual in attending an education institution that normally
maintains a regular faculty and curriculum and normally has a regularly enrolled body of
students in attendance at the place where its education activities are regularly carried on. Loan
proceeds may be used not only for tuition and required fees, but also to cover room and board
expenses (in contrast to tax-free scholarships under section 117, which are limited to tuition and
required fees). In addition, the loan must be made by (1) the United States (or an instrumentality
or agency thereof), (2) a State (or any political subdivision thereof), (3) certain tax-exempt
public benefit corporations that control a State, county, or municipal hospital and whose
employees have been deemed to be public employees under State law, or (4) an educational
organization that originally received the funds from which the loan was made from the United
States, a State, or a tax-exempt public benefit corporation. As with section 117, there is no
dollar limitation for the section 108(f) exclusion.

Section 529 (enacted as part of the Small Business Job Protection Act of 1996) provides .
tax-exempt status to "qualified State tuition programs," meaning certain programs established
and maintained by a State (or agency or instrumentality thereof) under which persons may (1)
purchase tuition credits or certificates on behalf of a designated beneficiary that entitle the
beneficiary to a waiver or payment of qualified higher education expenses of the beneficiary, or
(2) make contributions to an account that is established for the purpose of meeting qualified
higher education expenses of the designated beneficiary of the account. "Qualified higher
education expenses" are defined as tuition, fees, books, supplies, and equipment required for the
enrollment or attendance at a college or university (or certain vocational schools). Qualified
higher education expenses do not include room and board expenses. Section 529 also provides
that no amount shall be included in the gross income of a contributor to, or beneficiary of, a
qualified State tuition program with respect to any distribution from, or earnings under, such
program, except that (1) amounts distributed or educational benefits provided to a beneficiary
(e.g., when the beneficiary attends college) will be included in the beneficiary's gross income
(unless excludable under another Code section) to the extent such amount or the value of the
educational benefits exceeds contributions made on behalf of the beneficiary, and (2) amounts
distributed to a contributor (e.g., when a parent receives a refund) will be included in the
contributor's gross income to the extent such amounts exceeds contributions made by that
person.

-11-



Description of Proposal

Individual taxpayers would be allowed an above-the-line deduction for qualified higher
education expenses paid during the taxable year for the education or training of the taxpayer, the
taxpayer's spouse, or the taxpayer's dependents at an institution of higher education. The
deduction would be allowed in computing a taxpayer's AGI and could be claimed regardless of
whether the taxpayer itemizes deductions. In 1997 and 1998, the maximum deduction allowed
per taxpayer return would be $5,000. After 1998, the maximum deduction would increase to
- $10,000. The maximum deduction would not vary with the number of students in a taxpayer's
family. A taxpayer may claim the deduction for a taxable year with respect to one or more
students, even though the taxpayer also claims a proposed Hope Scholarship tuition tax credit
(discussed previously) for that same year with respect to other students. With respect to each
student, a taxpayer must choose between claiming the proposed credit or the deduction. If, for
any taxable year, a taxpayer chooses to claim the proposed credit with respect to a particular
student, then the deduction will not be available with respect to that particular student for that
year (although the deduction may be available with respect to that student for other taxable
years, such as after the student completes two years of college and no longer is eligible for the
credit). A student would not be eligible to claim a deduction under the proposal if that student is
claimed as a dependent for tax purposes by another taxpayer. If a parent claims a student as a
dependent, any education expenses paid by the student would be treated as paid by the parent for
purposes of the proposal. In contrast to the proposed Hope Scholarship tuition tax credit, there
would be no limit on the number of taxable years for which the proposed deduction for qualified
higher education expenses could be claimed with respect to a particular student.

The maximum deduction would be phased out ratably for taxpayers with modified AGI
between $50,000 and $70,000 ($80,000 and $100,000 for joint returns). Modified AGI would
include taxable Social Security benefits and amounts otherwise excluded with respect to income
earned abroad (or income from Puerto Rico or U.S. possessions) and would be determined
without regard to the deduction allowed by the proposal. Beginning in 2001, the income phase-
out ranges would be indexed for inflation, rounded down to the closest multiple of $5,000.

The deduction would be available for "qualified higher education expenses," meaning
tuition and fees required for the enrollment or attendance of an eligible student (e. g., registration
fees, laboratory fees, and extra charges for particular courses) at an ehg1b1e institution. Charges
and fees associated with meals, lodging, student activities, athletics, insurance, transportation,
books, and similar personal, living or family expenses would not be deductible. The expenses of
education involving sports, games, or hobbies would not be qualified higher education expenses
unless this education is part of a degree program (or lead to 1mprovement or acqu151t1on of job
skills).

An "eligible student" generally would be one who is enrolled or accepted for enrollment
in a degree, certificate, or other program (including a program of study abroad approved for
credit by the institution at which such student is enrolled) leading to a recognized educational
credential at an institution of higher education. The student must pursue a course of study on at
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least a half-time basis. However, a student taking a course to improve or acquire job skills also
would be an eligible student for purposes of the deduction. In contrast to the proposed Hope
Scholarship tuition tax credit (described previously), there are no requirements for purposes of
the deduction that the student maintain any grade point average or be free of felony drug =~
convictions. ‘An eligible student generally could not be a nonresident alien.

Eligible institutions would be defined by reference to section 481 of the Higher
Education Act of 1965. Such institutions generally would be accredited post-secondary
educational institutions offering credit toward a bachelor's degree, an associate's degree, or
another recognized post-secondary credential. Certain proprietary institutions and post-
secondary vocational institutions also would be eligible institutions. The institution must be
eligible to participate in Department of Education student aid programs.

Qualified education expenses generally would include only out-of-pocket tuition and
fees. Qualified education expenses would not include expenses covered by educational
assistance that is not required to be included in the gross income of either the student or the
taxpayer claiming the deduction. Thus, total tuition and required fees would be reduced (prior to
the application of the $5,000 or $10,000 deduction limitation) by scholarship or fellowship '
grants excludable from gross income under present-law section 117 and any tax-free veteran's
educational benefits.' In addition, qualified education expenses would be reduced by the
 interest from U.S. savings bonds that is excludable from gross income under section 135 for the
taxable year. However, no reduction of qualified education expenses would be required for a
- gift, bequest, devise, or inheritance within the meaning of section 102(a). If a student's _
education expenses for a taxable year are deducted under any other section of the Code, then
such expenses would not be deductible under the proposal.

The deduction would be available in the taxable year the expenses are paid, subject to the
requirement that the education commence or continue during that year or during the first three
months of the next year. Qualified higher education expenses paid with the proceeds of a foan
generally would be eligible for the deductible (rather than repayment of the loan itself). Normal
tax benefit rules would apply to refunds (and reimbursement through insurance) of previously
deducted tuition and fees, making such refunds includable in income in the year received.

The Secretary of the Treasury would be granted authority to issue regulations to
implement the proposal, including rules requiring record keeping and information reporting.

' For example, if during a taxable year, a taxpayer pays $8,500 for college tuition, but
receives a $4,000 tax-free scholarship to cover some of those same tuition expenses, then the
taxpayer would be deemed to have paid $4,500 of qualified higher education expenses under the
proposal.
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Effective Date

The proposal would be effective for payments made on or after January 1, 1997, for
education commencing on or after July 1, 1997. The President's budget proposal contains a tax
cut sunset provision that, if triggered, would sunset the education and job training tax deduction
for calendar years after 2000. See the description of this sunset mechanism in Part 1., above.

3. Tax incentives for expansion of student loan forgiveness

Present Law

In the case of an individual, gross income subject to Federal income tax does not include
any amount from the forgiveness (in whole or in part) of certain student loans, provided that the
- forgiveness is contingent on the student's working for a certain period of time in certain

professions for any of a broad class of employers (sec. 108(f)).

Student loans eligible for this special rule must be made to an individual to assist the
individual in attending an educational institution that normally maintains a regular faculty and
curricutum and normally has a regularly enrolled body of students in attendance at the place
where its education activities are regularly carried on. Loan proceeds may be used not only for
tuition and required fees, but also to cover room and board expenses (in contrast to tax free
scholarships under section 117, which are limited to tuition and required fees). In addition, the
loan must be made by (1) the United States (or an instrumentality or agency thereof), (2) a State
(or any political subdivision thereof), (3) certain tax-exempt public benefit corporations that
control a State, county, or municipal hospital and whose employees have been deemed to be
public employees under State law, or (4) an educational organization that originally received the
funds from which the loan was made from the United States, a State, or a tax-exempt public
benefit corporation. Thus, loans made with private, nongovernmental funds are not qualifying
student loans for purposes of the section 108(f) exclusion. -

Description of Proposal

' The proposal would expand section 108(£) so that an individual's gross income does not
include forgiveness of loans made by tax-exempt charitable organizations (e.g., educational
organizations or private foundations) if the proceeds of such loans are used to pay costs of
attendance at an educational institution or to refinance outstanding student loans and the student
is not employed by the lender organization. As under present law, the section 108(f) exclusion
would apply only if the forgiveness is contingent on the student's working for a certain period of
time in certain professions for any of a broad class of employers.

The exclusion would also be expanded to cover forgiveness of direct student loans made

through the William D. Ford Federal Direct Loan Program where loan repayment and
forgiveness are contingent on the borrower's income level.

14-



Effective Date

The proposal would be effective with respect to amounts otherwise includible in income
after the date of enactment.

4. Extension of exclusion for employer-provided educational assistance
Present Law

Under present law, an employee's gross income and wages do not include amounts paid
or incurred by the employer for educational assistance provided to the employee if such amounts
were paid or incurred pursuant to an educational assistance program that meets certain
requirements. The exclusion is limited to $5,250 of educational assistance with respect to an
individual during a calendar year. The exclusion applies whether or not the education is job
related. Under present law, in the absence of this exclusion, educational assistance is excludable
from income only if it is related to an employee's current job.

The exclusion for employer-provided educational assistance expires with respect to
courses beginning after June 30, 1997."" The exclusion is not available for graduate level
courses beginning after June 30, 1996. Graduate courses are defined as any graduate level
course of a kind normally taken by an individual pursuing a program leading to a law, business,
marketing or other advanced academic or professional degree.

Description of Proposal

Under the proposal, the exclusion for employer-provided educational assistance would be
extended through December 31, 2000, and the provision limiting the exclusion to undergraduate
courses would be retroactively repealed. )

Effective Date
'The extension of the exclusion would be effective for taxable years beginning after

December 31, 1996. The repeal of the limitation on the exclusion to undergraduate education
would be effective for graduate level courses beginning after June 30, 1996,

" The legislative history of the Small Business Job Protection Act of 1996 indicated
- Congressional intent to extend the exclusion for employer-provided educational assistance
through May 31, 1997. The statute, however, extended the exclusion through June 30, 1997.
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5. Small business tax credit for employer-provided educational assistance
Present Law

Under present law, an employer may deduct certain job-related training and education
expenses, as well as amounts paid or incurred for educational assistance provided to employees
pursuant to an educational assistance program that meets certain requirements.

Employer payments for job-related training and amounts paid under a qualified educational
assistance program up to $5,250 annually are excluded from the gross income and wages of the
employee. The exclusion for employer-provided educational assistance expires after Jure
30,1997." Under present law, not more than 5 percent of the amounts paid or incurred by the
employer during the year for educational assistance under a qualified educational assistance
program can be provided for the class of individuals consisting of more than 5-percent owners of
the employer and the spouses or dependents of such more than 5-percent owners.

Description of Propesal

The proposal would provide a temporary 10-percent income tax credit for small
businesses with respect to expenses incurred for education of employees by third parties under a
qualified employer-provided educational assistance program. The credit would be available to
employers (including self-employed individuals) where the business has average annual gross
receipts of $10 million or less for the prior three years. '

Effective Date

The proposal would be effective for payments made in taxable years beginning after
December 31, 1997 and before January 1, 2001 with respect to expenses incurred during those
years. - ’

12 The legislative history of the Small Business Job Protection Act of 1996 indicated
Congressional intent to extend the exclusion for employer-provided educational assistance
through May 31, 1997. The statute, however, extended the exclusion through June 30, 1997.
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C. Provisions Relating to Individual Retirement Plans

Present Law

In general

Under certain circumstances, an individual is allowed a deduction for contributions to an
individual retirement account or an individual retirement annuity (an "IRA"). An individual
generally is not subject to income tax on amounts held in an IRA, including earningson
contributions, until the amounts are withdrawn from the IRA. No deduction is permitted with
respect to contributions made to an IRA for a taxable year after the IRA owner attains age 70-
1/2. -

Under present law, the maximum deductible contribution that can be made to an IRA
generally is the lesser of $2,000 or 100 percent of an individual's compensation (earned income
in the case of self-employed individuals). A married taxpayer filing a joint return is permitted to
make the maximum deductible IRA contribution of up to $2,000 for each spouse (including, for
example, a homemaker who does not work outside the home) if the combined compensation of
both spouses is at least equal to the contributed amount. A single taxpayer is permitted to make
the maximum deductible IRA contribution for a year if the individual is not an active participant
in an employer-sponsored retirement plan for the year or the individual has adjusted gross
income ("AGI") of less than $25,000. A married taxpayer filing a joint return is permitted to
make the maximum deductible IRA contribution for a year if neither spouse is an active’
participant in an employer-sponsored plan or the couple has combined AGI of less than $40,000. .

If a single taxpayer or either spouse (in the case of 2 married couple) is an active
participant in an employer-sponsored retirement plan, the maximum IRA deduction is phased out
over certain AGI levels. For single taxpayers, the maximum IRA deduction is phased out -
between $25,000 and $35,000 of AGI. For married taxpayers, the maximum deduction is phased
out between $40,000 and $50,000 of AGL |

Nong_ eductible IRA contributions

. Individuals may make nondeductible IRA contributions to the extent deductible
contributions are not allowed because of the AGI phaseout and active participant rules. A
taxpayer may also elect to make nondeductible contributions in keu of deductible contributions,
Thus, any individual may make nondeductible contributions up to the excess of (1) the lesser of
$2,000 or 100 percent of compensation over (2) the IRA deduction claimed by the individual. As
is the case with earnings on deductible IRA contributions, earnings on nondeductible
contributions are not subject to income tax until withdrawn.
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Taxation of withdrawals

Amounts withdrawn from IRAs (other than amounts that represent a return of
nondeductible contributions) are includible in income when withdrawn.

In addition, a 10-percent add1t1onal tax applies to withdrawals from IR As made before
age 59-1/2, unless the withdrawal is made (1) on account of a death or disability, (2) in the form
of annuity payments, (3) for medical expenses that exceed 7.5 percent of adjusted gross income
("AGI") or (4) for medical insurance (without regard to the 7.5 percent of AGI floor) if the
individual has received unemployment compensation for at least 12 weeks, and the withdrawal is
made in the year such unemployment compensation is received or the following vear. If a self-
employed individual is not eligible for unemployment compensation under applicable law, then,
to the extent provided in regulations, a self-employed individual is treated as having received
unemployment compensation for at least 12 weeks if the individual would have received
unemployment compensation but for the fact that the individual was self-employed. The
exception to the additional tax ceases to apply if the individual has been reemployed for at least
60 days.

Elective deferrals

Under a qualified cash or deferred arrangement, an individual can elect to have
compensation paid in cash or contributed to a tax-qualified retirement plan. Amounts contributed
at the election of the employee are referred to as elective deferrals. Elective deferrals are not
includible in income until withdrawn from the plan. Qualified cash or deferred arrangements are
subject to the same rules applicable to qualified plans generally, and are also subject to
additional requirements. One of these additional requirements is that the maximum amount of
elective deferrals that can be made in a year by an individual is limited to $9,500 in 1997. This
dollar limit is indexed for inflation in $500 increments. A similar limit applies to elective
deferrals under similar arrangements (e.g., tax-sheltered annuities).

Description of Proposal

In general

In general, the proposal would (1) increase the present-law income limits (in two steps)
on deductible IRA contributions and increase the income phase-out range to $20,000 (so that, for
married taxpayers in 1997, 1998, and 1999, the income phase-out range would be $70,000 to
$90,000 of AGI, and $80,000 to $100,000 thereafier; and for single taxpayers in 1997, 1998, and
1999, the income phase-out range would be $45,000 to $65,000 of AGI, and $50,000 to $70,000
thereafter); (2) index the $2,000 IRA contribution limit and the income limits; (3) coordinate the
IRA contribution limit with the elective deferral limit; (4) create nondeductible tax-free IRAs
called "Special IRAs;" and (5) provide an exception from the 10-percent early withdrawal tax for
IRA distributions used for higher education expenses, first-time home buyer expenses, medical
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expenses (in excess of 7.5 percent of AGI) of the individual's child, grandchild, parent or
grandparent, and distributions to individuals who have been receiving unemployment
compensation for at least 12 weeks. The proposal would also provide that IRA assets can b
invested in qualified State tuition program instruments. '

Deductible IRA contributions

The proposal would increase the income limits at which the maximum IRA deduction is
phased out for active participants in employer-sponsored retirement plans in two steps. For
married taxpayers in 1997, 1998, and 1999, the income phase-out range would be $70,000 to
$90,000 of AGI, and $80,000 to $100,000 thereafter. For single taxpayers in 1997, 1998, and
1999, the income phase-out range would be $45,000 to $65,000 of AGI, and $50,000 to $70,000
thereafter. The income thresholds would be indexed for inflation, beginning after 2000.

The IRA deduction limit would be coordinated with the limit on elective deferrals so that
the maximum allowable IRA deduction for a year could not exceed the excess of the elective
deferral limit over the amount of elective deferrals made by the individual.

The proposal would provide that the exception to the early withdrawal tax for
distributions after age 59-1/2 does not apply to amounts that have been held in an IRA for less
than 5 years. ' '

Inflation adjustment for TRA contribution limit

The $2,000 IRA deduction limit would be indexed for inflation for taxable years
beginning after 1997.

Nondeductible tax-free IRAs

‘ Under the proposal, individuals who are eligible to make deductible IRA contributions
also would be eligible to make nondeductible contributions to a Special IRA. Special IRAs
generally would be treated the same as IRAs, but also would be subject to special rules. The IRA
deduction limit and the limit on contributions to Special IRAs would be coordinated. Thus, the
maximum contribution that could be made in a year to a Special IRA would be the excess of the
IRA deduction limit applicable to the individual over the amount of the individual's deductible
IRA contributions. Distributions from Special IRAs would not be includible in income to the
extent attributable to contributions that had been in the Special IRA for at least five years.
Withdrawals of earnings from Special IRAs during the S-year period after contribution would be
subject to income tax, and also would be subject to the 10-percent tax on early withdrawals
unless used for one of the special purposes described below (or unless a present-law exception to
the tax, other than the exception for distributions after age 59-1/2, applies). |

An individual whose AGI for a year does not exceed $100,000 for married taxpayers and
$70,000 for single taxpayers could convert an existing IRA into a Special IRA without being
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subject to the 10-percent tax on early withdrawals. The amount transferred from the deductible
IRA to the Special IRA generally would be includible in the individual's income in the year of
the transfer.”® However, if a transfer is made before 1999, the amount to be included in the
individual's income with respect to the transfer would be spread evenly over four taxable years.*

Special purpose withdrawals

The proposal would provide exceptions to the 10-percent early withdrawal tax for
distributions from IRAs or Special IRAs used for certain special purposes. Penalty-free
withdrawals would be withdrawals (1) for qualified higher education expenses of the taxpayer,
the taxpayer's spouse, or the taxpayer's child or grandchild (whether or not a dependent), (2) for
acquisition of a principal residence for a first-time home buyer who is the taxpayer, the
taxpayer's spouse, or the taxpayer's child or grandchild, (3) for medical expenses (in excess of
7.5 percent of AGI) of the individual's child, grandchild, parent or grandparent, whether or not
that person otherwise qualifies as the individual's dependent, and (4) made by individuals who
have been receiving unemployment compensation for at least 12 consecutive weeks.

Investment in qualified State prepaid tuition program instruments

The proposal would provide that any IRA assets can be invested in qualified State tuition
program instruments. To the extent the instrument is converted into tuition and fees, the account
holder would be treated as receiving a distribution equal to the cost of such tuition and fees as of
the time of the conversion. Further, such a deemed distribution would be treated as a special
purpose withdrawal for qualified higher education expenses, and thus would not be subject to the
10-percent additional tax on early withdrawals. The tax treatment of the deemed distribution
would depend on whether the instrument is held by an IRA or a Special IRA.

Effective Date

The proposal would generally be effective on January 1, 1997. The President's budget
proposal contains a tax cut sunset provision that, if triggered, would sunset some of the expanded
IRA provisions for calendar years after 2000. See the description of this sunset mechanism in
Part I, above. A document provided by the Treasury Department indicates that the sunset would
apply to (1) the increased income limits, (2) the increased IRA deduction limit, (3) contributions
to Special IRAs, and (4) rollovers from deductible IRAs to Special IRAs.

13 The amount transferred would not be included in the taxpayer's AGI for purposes of
applying the income limits on IRA contributions to the taxpayer for the year of transfer.

' In the case of such a transfer before 1999, the amount of such transfer would also be
taken into account for purposes of the 15-percent excise tax on excess distributions ratably over
a four-year period.
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D. Exclusion of Capital Gains on Sale of Principal Residence

Present Law

Rollover of gain

No gain is recognized on the sale of a principal residence if 2 new residence at least equal
in cost to the sales price of the old residence is purchased and used by the taxpayer as his or her
principal residence within a specified period of time (sec. 1034). This replacement period
generally begins two years before and ends two years after the date of sale of the old residence.
The basis of the replacement residence is reduced by the amount of any gain not recognized on
the sale of the old residence by reason of this gain rollover rule.

One-time exclusion

In general, an individual, on a one-time basis, may exclude from gross income up to
$125,000 of gain from the sale or exchange of a principal residence if the taxpayer (1) has
attained age 55 before the sale, and (2) has owned the property and used it as a principal
residence for three or more of the five years preceding the sale (sec. 121).

Description of Proposal

A taxpayer generally would be able to exclude up to $250,000 ($500,000 if married filing
a joint return) of capital gain realized on the sale or exchange of a principal residence. The
exclusion would be allowed each time a taxpayer selling or exchanging a principal residence
meets the eligibility requirements, but generally no more frequently than once every two years.
The proposal provides that gain would be recognized to the extent of any depreciation allowable
with respect to the rental or business use of such principal residence for periods after December
31, 1996.

To be eligible for the exclusion, a taxpayer must have owned a residence and occupied it
as a principal residence for at least two of the five years prior to the sale or exchange of the
residence. A taxpayer who is forced to sell without meeting these requirements (e.g., because of
a change of place of employment or medical reasons) would be able to exclude the fraction of
the $250,000 ($500,000 if married filing a joint return) equal to the fraction of two years that
these requirements are met.

In the case of joint filers not sharing a principal residence, an exclusion of $250,000
would be available on a qualifying sale or exchange of the principal residence of one of the
spouses. Similarly, if a single taxpayer who is otherwise eligible for an exclusion marries
someone who has used the exclusion within the two years prior to the marriage, the proposal
would allow the newly married taxpayer a maximum exclusion of $250,000. Once both spouses
satisfy the eligibility rules and two years have passed since the last exclusion was allowed to
either of them, the taxpayers may exclude $500,000 of gain on their joint return. '
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Effective Date

The proposal would be available for all sales or exchanges of a principal residence
occurring on or after January 1, 1997, and would replace the present-law rollover and one-time
exclusion provisions applicable to principal residences. In the case of sales or exchanges
occurring between January 1, 1997 and the date of enactment, taxpayers could elect whether to
apply the new exclusion or prior law. For a taxpayer who acquired his or her current principal
residence in a rollover transaction within the five years prior to the date of enactment, the
residency requirement of the proposal would be applied by taking into account the period of the
taxpayer's residence in the previous principal residence.
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III. DISTRESSED AREAS INITIATIVES
A. .Expand Empowerment Zones and Enterprise Communities
Present Law

In general

Pursuant to the Omnibus Budget Reconciliation Act of 1993 (OBRA 1993), the
Secretaries of the Department of Housing and Urban Development (HUD) and the Department
of Agriculture designated a total of nine empowerment zones and 95 enterprise communities on.
December 21, 1994. As required by law, six empowerment zones are located in urban areas
(with aggregate population for the six designated urban empowerment zones limited to 750,000)
and three empowerment zones are located in rural areas.’® Of the enterprise communities, 65 are
located in urban areas and 30 are located in rural areas (sec. 1391). Designated empowerment
zones and enterprise communities were required to satisfy certain eligibility criteria, including
specified poverty rates and population and geographic size limitations (sec. 1392).

The following tax incentives are available for certain businesses located in empowerment
zones: (1) a 20-percent wage credit for the first $15,000 of wages paid to a zone resident who
works in the zone; (2} an additional $20,000 of section 179 expensing for "qualified zone
property" placed in service by an "enterprise zone business" (accordingly, certain businesses
operating in empowerment zones are allowed up to $38,000 of expensing for 1997); and (3)
special tax-exempt financing for certain zone facilities (described in more detail below).

The 95 enterprise communities are eligible for the special tax-exempt financing benefits

- but not the other tax incentives available in the nine empowerment zones. In addition to these tax
incentives, OBRA 1993 provided that Federal grants would be made to designated empowerment
zones and enterprise communities.

The tax incentives for empowerment zones and enterprise communities generally will be
available during the period that the designation remains in effect, i.e., a 10-year period.

 Definition of "qualified zone property"

Present-law section 1397C defines "qualified zone property” as depreciable tangible
property (including buildings), provided that: (1) the property is acquired by the taxpayer (from

'* The six designated urban empowerment zones are located in New York City, Chicago,
Atlanta, Detroit, Baltimore, and Philadelphia-Camden (New Jersey). The three designated rural
empowerment zones are located in Kentucky Highlands (Clinton, Jackson, and Wayne counties,
Kentucky), Mid-Delta Mississippi (Bolivar, Holmes, Humphreys, Leflore counties, Mississippi),
and Rio Grande Valley Texas (Cameron, Hidalgo, Starr, and Willacy counties, Texas).
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an unrelated party) after the zone or community designation took effect; (2) the original use of
the property in the zone or community commences with the taxpayer; and (3) substantially all of
the use of the property is in the zone or community in the active conduct of a trade or business
by the taxpayer in the zone or community. In the case of property which is substantially
renovated by the taxpayer, however, the property need not be acquired by the taxpayer after zone
or community designation or originally used by the taxpayer within the zone or community if,
during any 24-month period after zone or community designation, the additions to the taxpayer's
basis in the property exceed 100 percent of the taxpayer's basis in the property at the beginning
of the period, or $5,000 (whichever is greater).

Definition of "enterprise zone business"

Present-law section 1397B defines the term "enterprise zone business" as a corporation or
partnership (or proprietorship) if for the taxable year: (1) the sole trade or business of the
corporation or partnership is the active conduct of a qualified business within an empowerment
zone or enterprise community; (2) at least 80 percent of the total gross income is derived from
the active conduct of a "qualified business" within a zone or community; (3) substantially all of
the business's tangible property is used within a zone or community; (4) substantially all of the
business's intangible property is used in, and exclusively related to, the active conduct of such
business; (5) substantially all of the services performed by employees are performed within a
zone or community; (6) at least 35 percent of the employees are residents of the zone or
community; and (7) no more than five percent of the average of the aggregate unadjusted bases
of the property owned by the business is attributable to (a) certain financial property, or (b)
collectibles not held primarily for sale to customers in the ordinary course of an active trade or
business.

A "qualified business” is defined as any trade or business other than a trade or business
that consists predominantly of the development or holding of intangibles for sale or license.'éIn
addition, the leasing of real property that is located within the empowerment zone or community
to others is treated as a qualified business only if (1) the leased property is not residential
property, and (2) at least 50 percent of the gross rental income from the real property is from
enterprise zone businesses. The rental of tangible personal property to others is not a qualified
business unless substantially all of the rental of such property is by enterprise zone businesses or
by residents of an empowerment zone or enterprise community.

Tax-exempt financing rules

Tax-exempt private activity bonds may be issued to finance certain facilities in
empowerment zones and enterprise communities. These bonds, along with most private activity
bonds, are subject to an annual private activity bond State volume cap equal to $50 per resident

16 Als.o, a qualified business does not include certain facilities described in section
144(c)(6)(B)(e.g., massage parlor, hot tub facility, or liquor store) or certain large farms.
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of each State, or (if greater) $150 million per State.

Qualified enterprise zone facility bonds are bonds 95 percent or more of the net proceeds
of which are used to finance (1) "qualified zone property” (as defined above) the principal user
of which is an "enterprise zone business" (also defined above'”), or (2) functionally related and
subordinate land located in the empowerment zone or enterprise community. These bonds may
only be issued while an empowerment zone or enterprise community designation is in effect.

The aggregate face amount of all qualified enterprise zone bonds for each qualified
enterprise zone business may not exceed $3 million per zone or community. In addition, total
qualified enterprise zone bond financing for each principal user of these bonds may not exceed
$20 million for all zones and communities.

Description of Proposal

Two additional empowerment zones with same tax incentives as previously designated

empowerment zones i

The Secretary of HUD would be authorized to designate two additional empowerment
zones located in urban areas (thereby increasing to eight the total number of empowerment zones
located in urban areas) with respect to which would apply the same tax incentives (i.e., the wage
credit, additional expensing, and special tax-exempt financing) as are available within the
empowerment zones authorized by OBRA 1993. The two additional empowerment zones would
be subject to the same eligibility criteria under present-law section 1392 that applied to the '
original six urban empowerment zones. In order to permit designation of these two additional
empowerment zones, the proposal would increase the present-law 750,000 aggregate population
cap applicable to empowerment zones located in urban areas to a cap of one million aggregate
population for the eight urban empowerment zones. No additional Federal grants would be
authorized.

The two empowerment zones would be required to be designated within 180 days after
- enactment, and the designations generally would remain in effect for 10 years. =~

Designation of additional empowerment zones and enterprise communities

In addition, the proposal would authorize the Secretaries of HUD and Agriculture to
designate an additional 20 empowerment zones (no more than 15 in urban areas and no more
than five in rural areas) and an additional 80 enterprise communities (no more than 50 in urban

7 For purposes of the tax-exempt financing rules, an "enterprise zone business" also
includes a business located in a zone or community which would qualify as an enterprise zone
business if it were separately incorporated. '
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areas and no more than 30 in rural areas).’® With respect to these additional empowerment zones
and enterprise communities, the present-law eligibility criteria would be expanded slightly. First,
the square mileage limitations of present law (i.e., 20 square miles for urban areas and 1,000 for
rural areas) would be expanded to allow the empowerment zones to include an additional 2,000
acres and enterprise communities to include an additional 1,000 acres. This additional acreage,
which could be developed for commercial or industrial purposes, would not be subject to the
poverty rate criteria and could be divided among up to three noncontiguous parcels. In addition,
the present-law requirement that at least half of the nominated area consist of census tracts with
poverty rates of 35 percent or more would not be applicable. Thus, under present-law section
1392(a)(4), at least 90 percent of the census tracts within a nominated area must have a poverty
rate of 25 percent or more, and the remaining census tracts must have a poverty rate of 20
percent or more.” For this purpose, census tracts with populations under 2,000 would be treated
as satisfying the 25-percent poverty rate criteria if (1) at least 75 percent of the tract was zoned
for commercial or industrial use and (2) the tract was contiguous to one or more-other tracts that
actually have a poverty rate of 25 percent or more.

Within the 20 additional empowerment zones, qualified "enterprise zone businesses"
would be eligible to receive up to $20,000 of additional section 179 expensing® and to utilize
special tax-exempt financing benefits. The Administration's proposed "brownfields" tax
incentive {(described elsewhere) also would be available within all designated empowerment
zones. Businesses within the 20 additional empowerment zones would not, however, be eligible
 to receive the present-law wage credit available within the 11 other designated empowerment
zones (i.e., the wage credit would be available only in the nine present-law zones and two urban
zones designated under the first part of the proposal).

Within the 80 additional enterprise communities, qualified "enterprise zone businesses"
would (as within the present-law enterprise communities) be eligible to utilize special
tax-exempt financing benefits, as well as the "brownfields" tax incentives that applies to all
designated zones and communities.

The 20 additional empowerment zones and 80 additional enterprise communities would
be required to be designated before 1999, and the designations generally would remain in effect
for 10 years. ‘

' Under the proposal, areas located within Indian reservations would be eligible for
designation as empowerment zones or enterprise communities.

2 In lieu of the poverty criteria, outmigration may be taken into account in designating
one rural empowerment zone and up to five rural enterprise communities.

 However, the additional section 179 expensing would not be available within the
additional 2,000 acres allowed to be included under the proposal within an empowerment zone.
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Modification of definition of enterprise zone business

The proposal would modify the present-law requirement of section 1397B that an entity
may qualify as an "enterprise zone business" only if (in addition to the other present-law criteria)
at least 80 percent of the total gross income of such entity is derived from the active conduct of a
qualified business within an empowerment zone or enterprise community. The proposal would
liberalize this present-law requirement by reducing the percentage threshold so that an entity
could qualify as an enterprise zone business if at least 50 percent of the total gross income of
such entity is derived from the active conduct of a qualified business within an empowerment
zone or enterprise community (assuming that the other criteria of section 1397B are satisfied).

In addition, section 1397B would be modified so that rather than requiring that
"substantially all" tangible and intangible property (and employee services) of an enterprise zone
bustness be used (and performed) within a designated zone or community, a "substantial portion"
of tangible and intangible property (and employee services) of an enterprise zone business would
be required to be used (and performed)) within a designated zone or community. Moreover, the
proposal would further amend the section 1397B rule governing intangible assets so thata
substantial portion of an entity's intangible property must be used in the active conduct of a
qualified business within a zone or community, but there will be no need (as under present law)
to determine whether the use of such assets is "exclusively related to" such business. However,
the present-law rule of section 1397B(d)(4) would continue to apply, such that a "qualified
business" would not include any trade or business consisting predominantly of the development
or holding or intangibles for sale or license. The proposal also would clarify that an enterprise
zone business that leases to others commercial property within a zone or community may rely on
a lessee's certification that the lessee is an enterprise zone business. Finally, the proposal would
provide that the rental to others of tangible personal property shall be treated as a qualified
business if and only if at least 50 percent of the rental of such property is by enterprise zone
businesses or by residents of a zone or community (rather than the present-law requirement that
"substantially all" tangible personal property rentals of an enterprise zone business satisfy this
test).

This modified "enterprise zone business" definition would apply to all previously
designated and newly designated empowerment zones and enterprise communities.

Tax-exempt financing rules
Exceptions to volume cap

- The proposal would allow "new empowerment zone facility bonds" to be issued for
qualified enterprise zone businesses in the 20 additional empowerment zones authorized to be
designated under the proposal. These bonds would not be subject to the State private activity
bond volume caps or the special limits on issue size applicable to qualified enterprise zone
facility bonds under present law. The maximum amount of these bonds that could be issued
would be limited to $60 million per rural zone, $130 million per urban zone with a population of
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less than 100,000, and $230 million per urban zone with a population of 100,000 or more.

Changes to certain mles applicable to both empowerment zone facility bonds and
qualified enterprise community facility bonds

Qualified enterprise zone businesses located in newly designated empowerment zones
and enterprise communities, as well as those located in previously designated empowerment
zones and enterprise communities, would be eligible for special tax-exempt bond financing
under present-law rules, subject to the modifications described below (and the excep’uon to the
volume cap described above for newly designated empowerment zones).

The proposal would waive until the end of a "startup period” the requirement that 95
percent or more of the proceeds of bond issue be used by a qualified enterprise zone business.
With respect to each property the startup period would end at the beginning of the first taxable
year beginning more than two years after the later of (1) the date of the bond issue financing
such property, or (2) the date the property was placed in service (but in no event more than three
years after the date of bond issuance). This waiver would only be available if at the beginning of
the startup period there is a reasonable expectation that the use by a qualified enterprise zone
business would be satisfied at the end of the startup period and the business makes bona fide
efforts to satisfy the enterprise zone business definition.

The proposal also would waive the requirements of an enterprise zone business (other
than the requirement that at least 35 percent of the business' employees be residents of the zone
or community) for all years after a prescribed testing period equal to first three taxable years
after the startup period.

Finally, the proposal would relax the rehabilitation requirement for financing existing
property with qualified enterprise zone facility bonds. In the case of property which is
substantially renovated by the taxpayer, the property would not need to be acquired by the
taxpayer after zone or community designation or originally used by the taxpayer within the zone
if, during any 24-month period after zone or community designation, the additions to the
taxpayer's basis in the property exceeded 15 percent of the taxpayer's basis at the beginning of
the period, or $5,000 (whichever is greater).

Effective Date

The proposed two additional urban empowerment zones (within which would be
available the same tax incentives as are available in the empowerment zones designated pursuant
to OBRA 1993) would be designated within 180 days afier enactment. The proposed 20
additional empowerment zones (within which the wage credit would not be available) and the 80
additional enterprise communities would be designated after enactment but prior to January 1,
1999. For purposes of the additional section 179 expensing available within empowerment
zones, the modifications to the definition of "enterprise zone business" would be effective for
taxable years beginning on or after the date of enactment. '
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The proposed changes to the tax-exempt financing rules would be effective for qualified
enterprise zone facility bonds and the new empowerment zone facility bonds issued after the date
of enactment. The President's budget proposal contains a tax cut sunset provision that, if
triggered, would sunset the expanded empowerment zones and enterprise communities for
calendar years after 2000. See the description of this sunset mechanism in Part 1., above.
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B. Expensing of Environmental Remediation Costs ("Brownfields")
Present Law

Code section 162 allows a deduction for ordinary and necessary expenses paid or -
incurred in carrying on any trade or business. Treasury Regulations provide that the cost of
incidental repairs which neither materially add to the value of property nor appreciably prolong
its life, but keep it in an ordinarily efficient operating condition, may be deducted currently as a
business expense. Section 263(a)(1) limits the scope of section 162 by prohibiting a current
deduction for certain capital expenditures. Treasury Regulations define "capital expenditures” as
amounts paid or incurred to materially add to the value, or substantially prolong the useful life,
of property owned by the taxpayer, or to adapt property to a new or different use. Amounts paid
for repairs and maintenance do not constitute capital expenditures. The determination of
whether an expense is deductible or capitalizable is based on the facts and circumstances of each
case.

Treasury regulations provide that capital expenditures include the costs of acquiring or
substantially improving buildings, machinery, equipment, furniture, fixtures and similar property
having a useful life substantially beyond the current year. In INDQPCO, Inc. v. Commissioner,
112 8. Ct. 1039 (1992), the Supreme Court required the capitalization of legal fees incurred by a
taxpayer in connection with a friendly takeover by one of its customers on the grounds that the
merger would produce significant economic benefits to the taxpayer extending beyond the
current year; capitalization of the costs thus would match the expenditures with the income
produced. Similarly, the amount paid for the construction of a filtration plant, with a life
extending beyond the year of completion, and as a permanent addition to the taxpayer's mill
property, was a capital expenditure rather than an ordinary and necessary current business
expense. Woolrich Woolen Mills v, United States, 289 F.2d 444 (3d Cir. 1961) .

Although Treasury regulations provide that expendztures that materially increase the
value of property must be capitalized, they do not set forth a method of determining how and
when value has been increased. In Plainfield-Union Water Co. v. Commissioner, 39 T.C. 333
(1962), nonacq., 1964-2 C.B. 8, the U.S. Tax Court held that increased value was determined by
comparing the value of an asset after the expenditure with its value before the condition
necessitating the expenditure. The Tax Court stated that "an expenditure which returns property
to the state it was in before the situation prompting the expenditure arose, and which does not
make the relevant property more valuable, more useful, or longer-hved is usually deemed a
deductible repair."

In several Technical Advice Memoranda (TAM), the Internal Revenue Service (IRS)
declined to apply the Plainfield Union valuation analysis, 1nd1cat1ng that the analysis represents
just one of several alternative methods of determining increases in the value of an asset. In TAM
9240004 (June 29, 1992), the IRS required certain asbestos removal costs to be capitalized rather
than expensed. In that instance, the taxpayer owned equipment that was manufactured with
insulation containing asbestos; the taxpayer replaced the asbestos insulation with less thermally -
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efficient, non-asbestos insulation. The IRS concluded that the expenditures resulted in a material
increase in the value of the equipment because the asbestos removal eliminated human health
risks, reduced the risk of liability to employees resulting from the contamination, and made the
property more marketable. Similarly, in TAM 9411002 (November 19, 1993), the IRS required
the capitalization of expenditures to remove and replace asbestos in connection with the
conversion of a boiler room to garage and office space. However, the IRS permitted deduction
of costs of encapsulating exposed asbestos in an adjacent warehouse.

In 1994, the IRS issued Rev. Rul. 94-38, 1994-1 C.B. 35, holding that soil remediation
expenditures and ongoing water treatment expenditures incurred to clean up land and water that
a taxpayer contaminated with hazardous waste are deductible. In this ruling, the IRS explicitly -
accepted the Plainfield Union valuation analysis.?? However, the IRS also held that costs
allocable to constructing a groundwater treatment facility are capital expenditures.

_ In 1995, the IRS issued TAM 9541005 (October 13, 1995) requiring a taxpayer to
capitalize certain environmental study costs, as well as associated consulting and legal fees. The
taxpayer acquired the land and conducted activities causing hazardous waste contamination.
After the contamination, but before it was discovered, the company donated the land to the
county to be developed into a recreational park. After the county discovered the contamination,
it reconveyed the land to the company for $1. The company incurred the costs in developing a
remediation strategy. The IRS held that the costs were not deductible under section 162 because
the company acquired the land in a contaminated state when it purchased the land from the
county. InJanuary, 1996, the IRS revoked and superseded TAM 9541005 (PLR 9627002).
Noting that the company's contamination of the land and liability for remediation were
unchanged during the break in ownership by the county, the IRS concluded that the break in
ownership should not, in and of itself, operate to disallow a deduction under section 162,

Description of Proposal

The proposal would provide that taxpayers could elect to treat certain environmental
remediation expenditures that would otherwise be chargeable to capital account as deductible in
 the year paid or incurred. The deduction would apply for both regular and alternative minimum
tax purposes. The expenditure must be incurred in connection with the abatement or control of
hazardous substances at a qualified contaminated site. In general, any expenditure for the
acquisition of depreciable property used in connection with the abatement or control of
hazardous substances at a qualified contaminated site would not constitute a qualified
environmental remediation expenditure. However, depreciation deductions allowable for such
property which would otherwise be allocated to the site under the principles set forth in Comm'r

? Rev. Rul. 94-38 generally rendered moot the holding in TAM 9315004 (December 17,
1992) requiring a taxpayer to capitalize certain costs associated with the remediation of soil
contaminated with polychlorinated biphenyls (PCBs).
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v. Idaho Power Co.” and section 263 A would be treated as qualified environmental remediation
expenditures.

A "qualified contaminated site" generally would be any property that (1) is held for use in
a trade or business, for the production of income, or as inventory; (2) is certified by the
appropriate State environmental agency to be located within a targeted area; and (3) contains (or
potentially contains) a hazardous substance (so-called "brownfields"). Targeted areas generally
would include (1) empowerment zones and enterprise communities (as designated under present
law and to be designated under the proposal); (2) sites announced before February, 1997, as
being subject to one of the 76 Environmental Protection Agency (EPA) Brownfields Pilots; (3)
any population census tract with a poverty rate of 20 percent or more; and (4) certain industrial
and commercial areas that are adjacent to tracts described in (3) above.

Both urban and rural sites would qualify,. However, sites that are identified on the
national priorities list under the Comprehensive Environmental Response, Compensation, and
Liability Act of 1980 (CERCLA) could not be targeted areas. Appropriate State environmental
agencies would be designated by the EPA; if no State agency is designated, the EPA would be
responsible for providing the certification. Hazardous substances generally would be defined by
reference to sections 101(14) and 102 of CERCLA, subject to additional limitations applicable to
asbestos and similar substances within buildings, certain naturally occurring substances such as
radon, and certain other substances released into drinking water supplies due to deterioration
through ordinary use.

The proposal further would provide that, in the case of property to which a qualified
environmental remediation expenditure otherwise would have be capitalized, any deduction
allowed under the proposal would be treated as a depreciation deduction and the property would
be treated as subject to section 1245, Thus, deductions for qualified environmental remediation
expenditures would be subject to recapture as ordinary income upon sale or other disposition of
the property.

Effective Date

‘The proposal would apply to eligible expenditures incurred after the date of enactment.
The President's budget proposal contains a tax cut sunset provision that, if triggered, would
sunset the expensing of environmental remediation costs for calendar years after 2000. See the
description of this sunset mechanism in Part 1., above. :

# Comm'r v. Idaho Power Co,, 418 U.S. 1 (1974) (holding that equipment depreciation
allocable to the taxpayer's construction of capital facilities must be capitalized under section

263(a)(1)).
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C. Tax Credit for Equity Investments in Community Development Financial Institutions
Present Law

The Community Development Financial Institutions Fund (the "CDFI Fund") was created
by the Community Development Banking and Financial Institutions Act of 1994, Administered
by the Department of the Treasury, the CDFI Fund provides equity investments, grants, loans,
and technical assistance to qualifying community development financial institutions ("CDFIs").
Qualifying CDFIs are organizations that have community development as their primary mission
and that develop a range of programs and methods to accomplish that mission. CDFIs and their
investors are not eligible for any special tax incentives under present law.

Description of Proposal

— The proposal would provide $100 million in nonrefundable general business tax credits

- for qualifying equity investments in CDFIs between 1997 and 2006. The credits would be
allocated among equity investors by the CDFI Fund through a competitive bidding process. The
maximum credit allocable to a particular investment would be 25 percent of the amount invested,
although the CDFI Fund could negotiate a lower percentage.

The credit would be available in the taxable year in which the qualifying investment is
made. Unused credits could be carried forward for 15 years and back three years, but no credit
could be carried back to taxable years beginning prior to the date of enactment. The credit could
be used to offset up to 25 percent of a taxpayer's alternative minimum tax liability. An investor's
basis in its equity interest would be reduced by the amount of credit claimed. The credit would
be subject to recapture in the event of a sale or other disposition of the equity interest within five
years after the date of acquisition.

Effective Date

The credit would be available for qualifying investments made in taxable years beginning
after December 31, 1996.
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IV. WELFARE-TO-WORK TAX CREDIT
Present Law

The work opportunity tax credit is available on an elective basis for employers hiring
individuals from one or more of seven targeted groups. The credit generally is equal to 35
percent of qualified wages. Qualified wages consist of wages attributable to service rendered by
a member of a targeted group during the one-year period beginning with the day the individual
begins work for the employer. For a vocational rehabilitation referral, however, the period will
begin on the day the individual begins work for the employer on or after the beginning of the
individual's vocational rehabilitation plan as under prior law.

For purposes of the work opportunity tax credit, the targeted groups for which the credit
is available include (1) families receiving Aid to Families with Dependent Children (AFDC), (2)
qualified ex-felons, (3) high-risk youth, (4) vocational rehabilitation referrals, (5) qualified
summer youth employees, (6) qualified veterans, and (7) families receiving food stamps.

Generally, no more than $6,000 of wages during the first year of employment is
permitted to be taken into account with respect to any individual. Thus, the maximum credit per
individual is $2,100. With respect to qualified summer youth employees, the maximum credit is
35 percent of up to $3,000 of qualified first-year wages, for a maximum credit of $1,050.

The deduction for wages is reduced by the amount of the credit.

The work opportunity tax credit is effective for wages paid or incurred to a qualified
individual who begins work for an employer after September 30, 1996, and before October 1,
19972 .

Description of Proposal

The proposal provides to employers a 50-percent credit on the first $10,000 of eligible
wages paid to qualified long-term family assistance (AFDC or its successor program) recipients
for both the first and second years of employment. The maximum credit each year would be
$5,000 per qualified employee.

Qualified long-term family assistance recipients would include: (1) members of a family
that has received family assistance for at least 18 consecutive months ending on the hiring date:
(2) members of a family that has received family assistance for a total of at least 18 months
(whether or not consecutive) after the date of enactment of this credit if they are hired within 2
years after the date that the 18-month total is reached; and (3) members of a family who are no

% See the proposal described below to extend and expand the work opportunity tax
credit.
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longer eligible for family assistance because of either Federal or State time limits, if they are
hired within 2 years after the Federal or State time limits made the family ineligible for family
assistance.

Eligible wages would include amounts paid by the employer for the following: (1)

- educational assistance excludable under a section 127 program (or that would be excludable but
for the expiration of section 127); (2) health plan coverage for the employee, but not more than
the applicable premium defined under section 4980B(£)(4); and (3) dependent care assistance
excludable under section 129.

-+ Effective Date

The proposal would be effective for wages paid or incurred 10 a qualified individual who

~ begins work for an employer on or after the date of enactment and before October 1, 2000.
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V. EXPANSION OF ESTATE TAX EXTENSION PROVISIONS FOR
CLOSELY HELD BUSINESSES

Present Law

In general, the estate tax is due within nine months of a decedent's death. Under Code
section 6166, an executor generally may elect to pay the Federal estate tax attributable to an
interest in a closely held business in installments over, at most, a 14-year period. If the election
is made, the estate pays only interest for the first four years, followed by up to 10 annual |
installments of principal and interest. Interest is generally imposed at the rate applicable to
underpayments of tax under section 6621 (i.e., the Federal short-term rate plus 3 percentage
points). Under section 6601(j), however, a special 4-percent interest rate applies to the amount of
deferred estate tax attributable to the first $1,000,000 in value of the closely-held business. All
interest paid on the deferred estate tax is allowed as a deduction against either the estate tax or
the estate's income tax obligation. If the deduction is taken against the estate tax, supplemental
returns must be filed each year to recompute the value of the taxable estate.

To qualify for the installment payment election, the business must be an active trade or
business and the value of the decedent's interest in the closely held business must exceed 35
percent of the decedent's adjusted gross estate. An interest in a closely held business includes:

(1) any interest as a proprietor in a business carried on as a proprietorship; (2) any interest in a
partnership carrying on a trade or business if the partnership has 15 or fewer partners, or if at
least 20 percent of the partnership's assets are included in determining the decedent's gross
estate; or (3) stock in a corporation if the corporation has 15 or fewer shareholders, or if at least -
20 percent of the value of the voting stock is included in determining the decedent's gross estate.
In general, the installment payment election is available only if the estate directly owns an
interest in a closely held active trade or business. Under a special rule, however, an executor may
elect to look through eertain non-publicly traded holding companies that own stock in a closely
held active trade or business, but if the election is made, neither the five-year deferral (i.e., the
provision that requires no principal payments until the fifth year) nor the special 4-percent rate
applies.

If the nstallment payment election is made, a special estate tax lien applies to any
property on which tax is deferred for the instaliment payment period.

Description of Pr_opogal

The proposal would increase the amount of value in a closely held business that would be
eligible for the special low interest rate, from $1,000,000 to $2,500,000. Interest paid on the
deferred estate tax would not be deductible for estate or income tax purposes, but the 4-percent
rate would be reduced to 2 percent, and the deferred estate tax on any value of a closely held
business in excess of $2,500,000 would be subject to interest at a rate equal to 45 percent of the
usual rate applicable to tax underpayments.
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The proposal also would expand the availability and benefits of the holding company
exception to include partnerships that function as holding companies, and would clarify and
expand the non-readily tradeable stock requirement to include non-publicly traded partnerships.
In addition, an estate using the holding company exception (as modified by the proposal) would
be able to take advantage of the five-year deferral and special 2-percent rate, thus providing the
same relief to closely held businesses whether owned directly or through holding companies.

Finally, the proposal would authorize the Secretary of the Treasury to accept security
arrangements in lieu of the special estate tax lien. ‘

Effective Date
The proposal would apply to the estates of decedents dying after December 31, 1997.

Estates that are deferring estate tax under current law could make a one-time election to use the
lower interest rates and forgo the interest deduction.
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VL OTHER TAX INCENTIVES |

A. Equitable Tolling of the Statute of Limitations Period for Claiming
Tax Refunds for Incapacitated Taxpayers

Present ‘Layi_r

In general, a taxpayer must file a refund claim within three years of the filing of the

~ return or within two years of the payment of the tax, whichever period expires later (if no return
is filed, the two-year limit applies) (sec. 6511(a)). A refund claim that is not filed within these
time periods is rejected as untimely.

There is no explicit statutory rule providing for equitable tolling of the statute of
limitations. Several courts have considered whether equitable tolling implicitly exists. The First,
Third, Fourth, and Eleventh Circuits have rejected equitable tolling with respect to tax refund
claims. The Ninth Circuit, however, has permitted equitable toliing.

Description of Proposal

The proposal would permit equitable tolling of the statute of limitations for refund claims
for the period of time during which an individual taxpayer is under a sufficient medically
determined physical or mental disability as to be unable to manage his or her financial affairs.
Tolling would not apply during periods in which the taxpayer's spouse or another person is
authorized to act on the taxpayer's behalf in financial matters.

Effective Date

The proposal would apply with respect to tax years ending after the date of enactment.
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B. Extend and Moedify Puerto Rico Tax Credit

Present Law

The Small Business Job Protection Act of 1996 generally repealed the Puerto Rico and
possession tax credit. However, certain domestic corporations that had active business
operations in Puerto Rico or another U.S. possession on October 13, 1995 may continue to claim
credits under section 936 or section 30A. for a ten-year transition period. Such credits apply to
possession business income, which is derived from the active conduct of a trade or business
within a U.S. possession or from the sale or exchange of substantially all of the assets that were
used in such a trade or business. In contrast to the foreign tax credit, the Puero Rico and
possession tax credit is granted whether or not the corporation pays income tax to the possession.

One of two alternative limitations is applicable to the amount of the credit attributable to
possession business income. Under the economic activity limit, the amount of the credit with
respect to such income cannot exceed the sum of a portion of the taxpayer's wage and fringe
benefit expenses and depreciation allowances (plus, in certain cases, possession income taxes);
beginning in 2002, the income eligible for the credit computed under this limit generally is
subject to a cap based on the corporation's pre-1996 possession business income. Under the
alternative limit, the amount of the credit is limited to the applicable percentage (45 percent for
1997 and 40 percent for 1998 and thereafter) of the credit that would otherwise be allowable
with respect to possession business income; beginning in 1998, the income eligible for the credit
computed under this limit generally is subject to a cap based on the corporations's pre-1996
possession business income. Special rules apply in computing the credit with respect to
operations in Guam, American Samoa, and the Commonwealth of the Northern Mariana Islands.
The credit is eliminated for taxable years beginning after December 31, 2005. -

Description of Propgsal

The proposal would modify the credit computed under the economic activity limit with
respect to operations in Puerto Rico only. First, the proposal would eliminate the December 31,
2005 termination date with respect to such credit. Second, the proposal would eliminate the
income cap with respect to such credit. Third, the proposal would eliminate the limitation
applying the credit only to certain corporations with pre-existing operations in Puerto Rico with
~ respect to such credit. The proposal would not modify the credit computed under the economic

activity limit with respect to operations in possessions other than Puerto Rico. ‘The proposal also
would not modify the credit computed under the alternative limit.

Effective Date

The proposal would apply to taxable years beginning after December 31, 1997.
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C. Extend Foreign Sales Corporation Benéﬁts to Licenses
of Computer Software for Reproduction Abroad

Present law

Under special tax provisions that provide an export incentive, a portion of the foreign
trade income of an eligible foreign sales corporation ("FSC") is exempt from Federal income tax.
Foreign trade income is defined as the gross income of a FSC that is attributable to foreign
trading gross receipts. The term "foreign trading gross receipts" includes the gross receipts of a
FSC from the sale, lease, or rental of export property and from semces related and subsidiary to
such sales, leases, or rentals.

For purposes of the FSC rules, export property is defined as property (1) which is
manufactured, produced, grown, or extracted in the United States by a person other than a FSC;
(2) which is held primarily for sale, lease, or rental in the ordinary conduct of a trade or business
by or to a FSC for direct use, consumption, or disposition outside the United States; and (3) not
more than 50 percent of the fair market value of which is attributable to articles imported into the
United States. Intangible property generally is excluded from the definition of export property
for purposes of the FSC rules; this exclusion applies to copyrights thgr than films, tapes,
records, or similar reproducuons for commercial or home use. The temporary Treasury
regulations provide that a license of a master recording tape for reproduction outside the United
States is not excluded from the definition of export property (Treas. Reg. sec. 1.927(a)-1T(£)(3)).
The statutory exclusion for intangible property does not contain any specific reference to’
computer software. However, the temporary Treasury regulations provide that a copyright on
computer software does not constitute export property, and that standardized, mass marketed
computer software constitutes export property if such sofiware is not accompanied by a right to
reproduce for external use (Treas. Reg. sec. 1.927(a)-1T()(3)).

Description of Proposal

The proposal would provide that computer software licensed for reproduction abroad
would not be excluded from the definition of export property for purposes of the FSC provisions,

Effective Date

The proposal would apply to software licenses granted after the date of enactment.
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D. District of Columbia Tax Incentives
Present Law

Under present law, residents of and businesses, employees, and owners of property
located in the District of Columbia are not eligible for any special Federal tax treatment by virtue
of their District of Columbia nexus.

Description of Proposal

The proposal would provide tax incentives intended, according to the Department of
Treasury, "to encourage employment of disadvantaged residents and to revitalize those areas of
the District of Columbia where development has been inadequate."” The proposal does not
- identify any specific measures in this regard.

% Department of the Treasury, General Explanations of the Administration's Revenue
Proposals, February 1997, p. 31. -
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VII. EXTENSIONS OF EXPIRING TAX PROVISIONS
A. Research Tax Credit

Present Law

General rule

Section 41 provides for a research tax credit equal to 20 percent of the amount by which
a taxpayer's qualified research expenditures for a taxable year exceeded its base amount for that
year.-The research tax credit is scheduled to expire and generally will not apply to amounts paid
or incurred after May 31, 1997.%

A 20-percent research tax credit also applied to the excess of (1) 100 percent of corporate
cash expenditures (including grants or contributions) paid for basic research conducted by
universities (and certain nonprofit scientific research organizations) over (2) the sum of (a) the
greater of two minimum basic research floors plus (b) an amount reflecting any decrease in
nonresearch giving to universities by the corporation as compared to such giving during a
fixed-base period, as adjusted for inflation. This separate credit computation is commonly
referred to as the "university basic research credit" (see sec. 41(e)).

Computation of allowable credit

Except for certain university basic research payments made by corporations, the research .
tax credit applies only to the extent that the taxpayer's qualified research expenditures for the
current taxable year exceed its base amount. The base amount for the current year generally is
computed by multiplying the taxpayer's "fixed-base percentage" by the average amount of the
- taxpayer's gross receipts for the four preceding years. If a taxpayer both incurred qualified
research expenditures and had gross receipts during each of at least three years from 1984
through 1988, then its "fixed-base percentage" is the ratio that its total qualified research
expenditures for the 1984-1988 period bears to its total gross receipts for that period (subject to a
maximum ratio of .16). All other taxpayers (so-called "start-up firms") are assigned a fixed-base
percentage of 3 percent.*

** When originally enacted, the research tax credit applied to qualified expenses incurred
after June 30, 1981. The credit was meodified several times and was extended through June 30,
1995. The credit later was extended for the period July 1, 1996, through May 31, 1997 (with a
special 11-month extension for taxpayers that elect to be subject to the alternative incremental
research credit regime).

% The Small Business Job Protection Act of 1996 expanded the definition of "start-up
firms" under section 41(c)(3)(B)(I) to include any firm if the first taxable year in which such ﬁrm
had both gross receipts and qualified research expenses began after 1983.

-42-



In computing the credit, a taxpayer's base amount may not be less than 50 percent of its
current-year qualified research expenditures.

To prevent artificial increases in research expenditures by shifting expenditures among
commonly controlled or otherwise related entities, research expenditures and gross receipts of
the taxpayer are aggregated with research expenditures and gross receipts of certain related _
persons for purposes of computing any allowable credit (sec. 41(f)(1)). Special rules apply for
computing the credit when a major portion of a business changes hands, under which qualified
research expenditures and gross receipts for periods prior to the change of ownership of a trade
or business are treated as transferred with the trade or business that gave rise to those
expenditures and receipts for purposes of recomputing a taxpayer's fixed-base percentage (sec. _

41(H(3)).
Aiternative incremental research credit regime

As part of the Small Business Job Protection Act of 1996, taxpayers are allowed to elect
an alternative incremental research credit regime. If a taxpayer elects to be subject to this
alternative regime, the taxpayer is assigned a three-tiered fixed-base percentage (that is lower
than the fixed-base percentage otherwise applicable under present law) and the credit rate
likewise is reduced. Under the alternative credit regime, a credit rate of 1.65 percent applies to
the extent that a taxpayer's current-year research expénses exceed a base amount computed by
using a fixed-base percentage of 1 percent (i.e., the base amount equals 1 percent of the
taxpayer's average gross receipts for the four preceding years) but do not exceed a base amount
computed by using a fixed-base percentage of 1.5 percent. A credit rate of 2.2 percent applies to
the extent that a taxpayer's current-year research expenses exceed a base amount computed by
using a fixed-base percentage of 1.5 percent but do not exceed a base amount computed by using
a fixed-base percentage of 2 percent. A credit rate of 2.75 percent applies to the extent that a
taxpayer's current-year research expenses exceed a base amount computed by using a fixed-base
percentage of 2 percent. An election to be subject to this alternative incremental credit regime
may be made only for a taxpayer's first taxable year beginning after June 30, 1996, and before
July 1, 1997, and such an election applies to that taxable year and all subsequent years (in the
event that the credit subsequently is extended by Congress) unless revoked with the consent of

A special rule (enacted in 1993) is designed to gradually recompute a start-up firm's
fixed-base percentage based on its actual research experience. Under this special rule, a start-up
firm will be assigned a fixed-base percentage of 3 percent for each of its first five taxable years
after 1993 in which it incurs qualified research expenditures. In the event that the research credit
is extended beyond the scheduled expiration date, a start-up firm's fixed-base percentage for its
sixth through tenth taxable years after 1993 in which it incurs qualified research expenditures
will be a phased-in ratio based on its actual research experience. For all subsequent taxable
years, the taxpayer's fixed-base percentage will be its actual ratio of qualified research
expenditures to gross receipts for any five years selected by the taxpayer from its fifth through
tenth taxable years after 1993 (sec. 41(c)(3)(B)). -
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the Secretary of the Treasury. If a taxpayer elects the alternative incremental research credit
regime for its first taxable year beginning after June 30, 1996, and before July 1, 1997, then all
qualified research expenses paid or incurred during the first 11 months of such taxable year are
treated as qualified research expenses for purposes of computing the taxpayer's credit.

Eligible expenditures

Qualified research expenditures eligible for the research tax credit consist of: (1)
“in-house" expenses of the taxpayer for wages and supplies attributable to qualified research; (2)
certain time-sharing costs for computer use in qualified research; and (3) 65 percent of amounts
paid by the taxpayer for qualified research conducted on the taxpayer's behalf (so-called
"contract research expenses").”

To be eligible for the credit, the research must not only satisfy the requirements of
present-law section 174 (described below) but must be undertaken for the purpose of discovering
information that is technological in nature, the application of which is intended to be useful in
the development of a new or improved business component of the taxpayer, and must pertain to
functional aspects, performance, refiability, or quality of a business component. Research does
not qualify for the credit if substantially all of the activities relate to style, taste, cosmetic, or
seasonal design factors (sec. 41(d)(3)). In addition, research does not qualify for the credit if -
conducted after the beginning of commercial production of the business component, if related to
the adaptation of an existing business component to a particular customer's requirements, if
related to the duplication of an existing business component from a physical examination of the
component itself or certain other information, or if related to certain efficiency surveys, market
research or development, or routine quality control (sec. 41{d)(4)).

Expenditures attributable to research that is conducted outside the United States do not
enter into the credit computation. In addition, the credit is not available for research in the social
sciences, arts, or humanities, nor is it available for research to the extent funded by any grant,
contract, or otherwise by another person (or governmental entity).

¥ Under a special rule enacted as part of the Small Business Job Protection Act of 1996,
75 percent of amounts paid to a research consortium for qualified research is treated as qualified
research expenses eligible for the research credit (rather than 65 percent under the general rule
under section 41(b)(3) governing contract research expenses) if (1) such research consortium is a
tax-exempt organization that 1s described in section 501(c)(3) (other than a private foundation)
or section 501(c)(6) and is organized and operated primarily to conduct scientific research, and
(2) such qualified research is conducted by the consortium on behalf of the taxpayer and one or
more persons not related to the taxpayer.
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Relation to deduction

Under section 174, taxpayers may elect to deduct currently the amount of certain research
or experimental expenditures incurred in connection with a trade or business, notwithstanding
the general rule that business expenses to develop or create an asset that has a useful life
extending beyond the current year must be capitatized. However, deductions allowed to a
taxpayer under section 174 (or any other section) are reduced by an amount equal to 100 percent
of the taxpayer’s research tax credit determined for the taxable year. Taxpayers may
alternatively elect to claim a reduced research tax credit amount under section 41 in lieu of
reducing deductions otherwise allowed (sec: 280C(c)(3)). :

Description of Proposal
The research tax credit would be extended for one year--i.e., for thé period June 1, 1997,

through May 31, 1998.

Effective Date

Extension of the research tax credit would be effective for expenditures.paid or incurred
during the period June 1, 1997, through May 31, 1998.
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B. Contributions of Stock to Private Foundations
Present Law

In computing taxable income, a taxpayer who itemizes deductions generally is allowed to
deduct the fair market value of property contributed to a charitable organization.®® However, in
the case of a charitable contribution of short-term gain, inventory, or other ordinary income
property, the amount of the deduction generally is limited to the taxpayer's basis in the property.
In the case of a charitable contribution of tangible personal property, the deduction is limited to
the taxpayer's basis in such property if the use by the recipient charitable organization is
unrelated to the organization's tax-exempt purpose.”

In cases involving contributions to a private foundation (other than certain private
operating foundations), the amount of the deduction is limited to the taxpayer's basis in the
property. However, under a special nile contained in section 170(e)(5), taxpayers are allowed a
deduction equal to the fair market value of "qualified appreciated stock" contributed to a private
foundation prior to May 31, 1997.% Qualified appreciated stock is defined as publicly traded
stock which is capital gain property. The fair-market-value deduction for qualified appreciated
stock donations applies only to the extent that total donations made by the donor to private
foundations of stock in a particular corporation did not exceed 10 percent of the outstanding
stock of that corporation. For this purpose, an individual is treated as making all contributions
that were made by any member of the individual's family.

* The amount of the deduction allowable for a taxable year with respect to a charitable
contribution may be reduced depending on the type of property contributed, the type of
charitable organization to which the property is contributed, and the income of the taxpayer
(secs. 170(b) and 170(e)).

? As part of the Omnibus Budget Reconciliation Act of 1993, Congress eliminated the
treatment of contributions of appreciated property (real, personal, and intangible) as a tax
preference for alternative minimum tax (AMT) purposes. Thus, if a taxpayer makes a gift to
chanity of property (other than short-term gain, inventory, or other ordinary income property, or
gifts to private foundations) that is real property, intangible property, or tangible personal
property the use of which is related to the donee's tax-exempt purpose, the taxpayer is allowed to
claim the same fair-market-value deduction for both regular tax and AMT purposes (subject to
present-law percentage linitations).

* The special rule contained in section 170(e)(5), which was originally enacted in 1984,
expired January 1, 1995. The Small Business Job Protection Act of 1996 reinstated the rule for
11 months--for contributions of qualified appreciated stock made to private foundations during
the period July 1, 1996, through May 31, 1997. '

-46-




Description of Proposal

The proposal would extend the special rule contained in section 170(e)(5) for one year --
for contributions of qualified appreciated stock made to private foundations during the period
June 1, 1997, through May 31, 1998.

Effective Date

- The provision would be effective for contributions of qualified appreciated stock to
priv_é_lte foundations made during the period June 1, 1997, through May 31, 1998.
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C. Work Opportunity Tax Credit

Present Law

In general

The work opportunity tax credit is available on an elective basis for employers hiring
individuals from one or more of seven targeted groups. The credit generally is equal to 35
percent of qualified wages. Qualified wages consist of wages attributable to service rendered by
a member of a targeted group during the one-year period beginning with the day the individual
begins work for the employer. For a vocational rehabilitation referral, however, the period will
begin on the day the individual begins work for the employer on or afier the beginning of the
individual's vocational rehabilitation plan as under prior law.

Generally, no more than $6,000 of wages during the first year of employment is
permitted to be taken into account with respect to any individual. Thus, the maximum credit per
individual is $2,100. With respect to qualified summer youth employees, the maximum credit is

35 percent of up to $3,000 of qualified first-year wages, for a maximum credit of $1,050.

The deduction for wages is reduced by the amount of the credit.

Targeted groups eligible for the credit
(1) Eamilies receiving AFDC

An eligible recipient is an individual certified by the designated local employment
agency as being a member of a family eligible to receive benefits under AFDC or its successor
program for a period of at least nine months part of which is during the 9-month period ending
on the hiring date. For these purposes, members of the family are defined to include only those
individuals taken into account for purposes of determining eligibility for the AFDC or its
SUCCesSOrT program.

(2) Qualified ex-felon

A qualified ex-felon is an individual certified as: (1) having been convicted of a felony
under any State or Federal law, (2) being a member of a family that had an income during the six
months before the earlier of the date of determination or the hiring date which on an annual basis
is 70 percent or less of the Bureau of Labor Statistics lower living standard, and (3) having a
hiring date within one year of release from prison or date of conviction.

(3) High-risk-vouth

A high-risk youth is an individual certified as being at least 18 but not 25 on the hiring
date and as having a principal place of abode within an empowerment zone or enterprise
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community (as defined under Subchapter U of the Infernal Revenue Code). Qualified wages will
not include wages paid or incurred for services performed after the individual moves outside an
empowerment zone or enterprise community.

(4) Vocational rehabilitation referral

Vocational rehabilitation referrals are those individuals who have a physical or mental
disability that constitutes a substantial handicap to employment and who have been referred to
the employer while receiving, or after completing, vocational rehabilitation services under an
individualized, written rehabilitation plan under a State plan approved under the Rehabilitation
Act of 1973 or under a rehabilitation plan for veterans carried out under Chapter 31 of Title 38,
U.S. Code. Certification will be provided by the designated iocal employment agency upon
assurances from the vocational rehabilitation agency that the employee has met the above
- conditions,

(5) Qualified summer vouth employee

Qualified summer youth employees are individuals: (1) who perform services during any
90-day period between May 1 and September 15, (2) who are certified by the designated local
agency as being 16 or 17 years of age on the hiring date, (3) who have not been an employee of
that employer before, and (4) who are certified by the designated local agency as having a
 principal place of abode within an empowerment zone or enterprise community (as defined
under Subchapter U of the Internal Revenue Code). As with high-risk youths, no credit is
available on wages paid or incurred for service performed after the qualified summer youth
moves outside of an empowerment zone or enterprise community. If, after the end of the 90-day
period, the employer continues to employ a youth who was certified during the 90-day period as
a member of another targeted group, the limit on qualified first-year wages will take into account
wages paid to the youth while a qualified summer youth employee.

(6) Qualified Veteran

A qualified veteran is a veteran who is a member of a family certified as receiving
assistance under: (1) AFDC for a period of at least nine months part of which is during the 12-
month period ending on the hiring date, or (2) a food stamp program under the Food Stamp Act
of 1977 for a period of at least three months part of which is during the 12-month period ending
on the hiring date. For these purposes, members of a family are defined to include only those
individuals taken into account for purposes of determining eligibility for: (i) the AFDC or its
successor program, and (ii) a food stamp program under the Food Stamp Act of 1977,
respectively. _ '

Further, a qualified veteran is an individual who has served on active duty (other than for
training) in the Armed Forces for more than 180 days or who has been discharged or released
from active duty in the Armed Forces for a service-connected disability. However, any '

- individual who has served for a period of more than 90 days during which the individual was on
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active duty (other than for training) is not an eligibie employee if any of this active duty occurred
during the 60-day period ending on the date the individual was hired by the employer. This
latter rule is intended to prevent employers who hire current members of the armed services (or
those departed from service within the last 60 days) from receiving the credit.

(7) Families receiving Food Stamps

An eligible recipient is an individual aged 18 but not 25 certified by a designated local
employment agency as being a member of a family receiving assistance under a food stamp
program under the Food Stamp Act of 1977 for a period of at least six months ending on the
hiring date. In the case of families that cease to be eligible for food stamps under section 6(o) of
the Food Stamp Act of 1977, the six-month requirement is replaced with a requirement that the
family has been receiving food stamps for at least three of the five months ending on the date of
hire. For these purposes, members of the family are defined to include only those individuals
taken into account for purposes of determining eligibility for a food stamp program under the
Food Stamp Act of 1977.

Minimum employment period

No credit is allowed for wages paid unless the eligible individual is employed by the
employer for at least 180 days (20 days in the case of a qualified summer youth employee) or
400 hours (120 hours in the case of a qualified summer youth employee).

Expiration date

The credit is effective for wages paid or incurred to a qualified individual who begins
work for an employer after September 30, 1996, and before October 1, 1997.

Description of Proposals

The first proposal would extend for one year the work opportunity tax credit.

~ The second proposal would add a new targeted group to the work opportunity tax credit.
The new group is composed of individuals aged 18-50 who lost eligibility for food stamps under
the Administration's proposal to impose time limits on food stamp eligibility. However,
individuais who have become ineligible either by refusing to work or, failing to comply with the
food stamp program work requirements would not quahfy as members of this new targeted
group. Members of this new targeted group would remain in the targeted group for the 12-month
period after losing eligibility for food stamps under the Administration’s proposal.

- Effective Date

The proposal to extend the work opportunity tax credit would be effective for wages paid
or incurred to qualified individuals who begin work for the employer after September 30, 1997,
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and before October 1, 1998. The proposal to add a new food stamp targeted group would be
effective for wages paid or incurred to qualified members of that group who begin work for the
employer on or after the date of enactment and before October 1, 2000.
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D. Orphan Drug Tax Credit
| Present Law

A 50-percent nonrefundable tax credjt is allowed for qualified clinical testing expenses
incurred in testing of certain drugs for rare diseases or conditions, generally referred to as
"orphan drugs.” Qualified testing expenses are costs incurred to test an orphan drug after the
drug has been approved for human testing by the Food and Drug Administration ("FDA") but
before the drug has been approved for sale by the FDA. A rare disease or condition is defined as
one that (1) affects less than 200,000 persons in the United States, or (2) affects more than
200,000 persons, but for which there is no reasonable expectation that businesses could recoup
the costs of developing a drug for such disease or condition from U.S. sales of the drug. These
rare diseases and conditions include Huntington's disease, myoclonus, ALS (Lou Gehrig's
disease), Tourette's syndrome, and Duchenne's dystrophy (a form of muscular dystrophy).

As with other general business credits (sec. 38), taxpayers are allowed to carry back
unused credits to three years preceding the year the credit is earned (but not to a taxable year
ending before July 1, 1996) and to carry forward unused credits to 15 years following the year
the credit is earned. The credit cannot be used to offset a taxpayer's alternative minimum tax
liability.

The orphan drug tax credit is scheduled to expire and will not apply to expenses pa.ld or
incurred after May 31, 1997.%

Description of Proposal

The orphan drug tax credit would be extended for one year--i.e., for the period June 1,
1997, through May 31, 1998.

Effective Date

The proposal would be effective for qualified clinical testing expenses paid or incurred
during the period June 1, 1997, through May 31, 1998.

*' The orphan drug tax credit originally was enacted in 1983 and was extended on
several occasions. The credit expired on December 31, 1994, and later was reinstated for the
period July 1, 1996, through May 31, 1997.

-52-



VIII. CORPORATE REFORMS AND OTHER TAX PROVISIONS _
A, Provisions Relating to Financial Products
1. Deny interest deduction on certain debt instruments

Present Law

Whether an instrument qualifies for tax purposes as debt or equity is determined under all
the facts and circumstances based on principles developed in case law. If an instrument qualifies
as equity, the issuer generally does not receive a deduction for dividends paid. If an instrument -
qualifies as debt, the issuer may receive a deduction for accrued interest and the holder generally
includes interest in income, subject to certain limitations.

Original issue discount ("OID") on a debt instrument is the excess of the stated
redemption price at maturity over the issue price of the instrument. An issuer of a debt
instrument with OID generally accrues and deducts the discount as interest over the life of the
instrument even though interest may not be paid until the instrument matures. The holder of such
a debt instrument aiso generally includes the OID in income on an accrual basis. |

Section 385(c) provides rules for when an issuer's characterization of an interest in a
corporation shall be binding on the issuer and the holders.

Description of Proposal

Under the proposal, no deduction would be allowed for interest or OID on an instrument
issued by a corporation (or issued by a partnership to the extent of its corporate partners) that (1)
has a maximum weighted average maturity of more than 40 years, or (2) is payable in stock of
the issuer or a related party (within the meaning of sections 267(b) and 707(b)), including an
instrument a substantial portion of which is mandatorily convertible or convertible at the issuer's
option into stock of the issuer or a related party. In addition, an instrument would be treated as
payable in stock if a substantial portion of the principal or interest is required to be determined,
or may be determined at the option of the issuer or related party, by reference to the value of
stock of the issuer or related party. An instrument would also be treated as payable in stock if it
is part of an arrangement designed to result in the payment of the instrument with such stock,
such as in the case of certain issuances of a forward contract in connection with the issuance of
debt, nonrecourse debt that is secured principally by such stock, or certain debt instruments that
are convertible at the holder's option when it is substantially certain that the right willbe
exercised. ‘

For purposes of determining the weighted average maturity of an instrument or the term

of an instrument, any right to extend, renew, or relend will be treated as exercised and any right
to accelerate payment will be ignored.

-53-



The proposal would also clarify that for purposes of section 385(c), an issuer will be
treated as having characterized an instrument as equity if the instrument (1) has a maximum term
of more than 15 vears, and (2) is not shown as indebtedness on the separate balance sheet of the
issuer. For this purpose, in the case of an instrument with a maximum term of more than 15 years
issued to a related party (other than a corporation) that is ehminated in the consolidated balance
sheet that includes the issuer and the holder, the issuer will be treated as having characterized the
instrument as equity if the holder or some other related party issues a related instrument that is
not shown as indebtedness on the consolidated balance sheet. For this purpose, an instrument
would not be treated as shown as indebtedness on a balance sheet because it is described as such
in footnotes or other narrative disclosures. The proposal would apply only to corporations that
file annual financial statements (or are included in financial statements filed) with the Securities
and Exchange Commission (SEC), and the relevant balance sheet is the balance sheet filed with
the SEC. In addition, this proposal would not apply to leveraged leases.

The proposal generally would not apply to demand loans, redeemable ground rents or any
other indebtedness specified by regulation.

The proposal is not intended to affect the characterization of instruments as debt or equity
under current law.

Effective Date

The proposal would be effective generally for instruments issued on or after the date of
first committee action.

2. Defer interest deduction on certain convertible debt
Present Law

Certain debt instruments contain a feature that allows the holder or the issuer, at certain
future dates, to convert the instrument into shares of stock of the issuer or a related party. Some
of these instruments may be issued at a discount and are convertible into a fixed number of
shares of the issuer, regardless of the amount of original issue discount ("OID") accrued as of the

“date of conversion. Treasury regulations governing the accrual and deductibility of OID ignore
options to convert a debt instrument into stock or debt of the issuer or a related party or into cash
or other property having a value equal to the approximate value of such stock or debt (Treas. reg.
sec. 1.1272-1(c)). Thus, OID on a convertible debt instrument generally is deductible as interest
as such OID accrues, regardless of whether or not the debt is ultimately converted. The treatment
of a holder of a discount mstrument is similar to that of the issuer, i.e., a holder includes OID in
income on an accrual basis.

Other convertible instruments may be issued with coupon interest, rather than OID, and
may provide that if the debt is converted into stock, the holder does not receive any interest that
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accrued but was unpaid between the latest coupon date and the conversion date. Under present
law, the issuer of such instrument generally cannot deduct such accrued but unpaid interest.*

Description_of Proposal

The proposal would defer interest deductions on convertible debt until such time as the
interest is paid. For this purpose, payment would not include: (1) the conversion of the debt into
equity of the issuer or a related person (as determined under secs. 267(b) and 707(b)} or (2) the
payment of cash or other property in an amount that is determined by reference to the amount of
such equity. Convertible debt would include debt: (1) exchangeable into the stock of a party
related to the issuer, (2) with cash-settlement conversion features, or (3) issued with warrants (or
similar instruments) as part of an investment unit in which the debt instrument may be used to
satisfy the exercise price of the warrant. Convertible debt would not include debt that is
"convertible" because a fixed payment of principal or interest could be converted by the holder
mto equity of the issuer or a related party having a value equal to the amount of such principal or
interest. Holders of convertible debt would continue to include the interest on such instruments
in gross income as under present law.

Effective Date

The proposal would be effective for convertible debt issued on or after the date of first
committee action.

3. Limit dividends-received deduction
a. Reduce dividends-received deduction to 50 percent
Present Law

If an instrument issued by a U.S. corporation is classified for tax purposes as equity, a
corporate holder of that instrument generally is entitled to a deduction for dividends received on
that instrument. This deduction is 70 percent of dividends received if the recipient owns less than
20 percent (by vote and value) of stock of the payor. If the recipient owns more than 20 percent
of the stock the deduction is increased to 80 percent. If the recipient owns more than 80 percent
of the payor's stock, the deduction is further increased to 100 percent for qualifying dividends.

Description of Proposal

Under the proposal, the dividends-received deduction available to corporations owning
less than 20 percent (by vote and value) of the stock of a U.S. corporation would be reduced to
50 percent of the dividends received.

2 See, Rev. Rul. 74-127, 1974-1 C.B. 47 and Scott Paper v. Comm, 74 T.C. 137 (1980)
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Effective Date

The proposal would be effective for dividends paid or accrued after the 30th day aﬁer the
date of enactment of the provision.

b. Modify holding period for dividends-received deduction
Present Faw

If an instrument issued by a U.S. corporation is classified for tax purposes as equity, a
corporate holder of the instrument generally is entitled to a dividends received deduction for
dividends received on that instrument.

The dividends-received deduction is allowed to a corporate shareholder only if the
shareholder satisfies a 46-day holding period for the dividend-paying stock (or a 91-day period
for certain dividends on preferred stock). The 46- or 91-day holding period generally does not
include any time in which the shareholder is protected from the risk of loss otherwise inherent in
the ownership of an equity interest. The holding period must be satisfied only once, rather than
with respect to each dividend received.

Description of Proposal

The proposal would provide that a taxpayer is not entitled to a dividends-received
deduction if the taxpayer's holding period for the dividend-paying stock is not satisfied over a
period immediately before or immediately after the taxpayer becomes entitled to receive the
dividend.

Effective Date

The proposal would be effective for dividends paid or accrued after the 30th day after the
date of the enactment of the provision.

" ¢. Deny dividends-received deduction for preferred stock with certain non-stock
characteristics

Present Law

A corporate taxpayer is entitled to a deduction of 70 percent of the dividends it receives
from a domestic corporation. The percentage deduction is generally increased to 80 percent if
the taxpayer owns at least 20 percent (by vote and value) of the stock of the dividend-paying
corporation, and to 100 percent for "qualifying dividends," which generally are from members of
the same affiliated group as the taxpayer.
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The dividends-received deduction is disallowed unless the taxpayer satisfies a 46-day
holding period for the stock (or a 91-day period for certain preferred stock). The holding period
generally does not include any period during which the taxpayer has a right or obligation to sell
the stock, or is otherwise protected from the risk of loss otherwise inherent in the ownership of
an equity interest. If an instrument were treated as stock for tax purposes, but provided for
payment of a fixed amount on a specified maturity date and afforded holders the rights of
creditors to enforce such payment, the Internal Revenue Service has ruled that no dividends-
received deduction would be allowed for distributions on the instrument.

Description_of Proposal

Except in the case of "qualifying dividends," the dividends-received deduction would be
eliminated for dividends on limited term preferred stock. For this purpose, preferred stock
includes only stock that is limited and preferred as to dividends and that does not participate
(through a conversion privilege or otherwise) in corporate growth to any significant extent.
Stock is only treated as having a limited term if (1) the holder has the right to require the issuer
or a related person to redeem or purchase the stock; (2) the holder or a related person is required
to redeem or purchase the stock; (3) the issuer or a related person has the right to redeem or
‘purchase the stock and, as of the issue date, it is more likely than not that such right will be
exercised; or (4) the dividend rate on the stock varies in whole or in part (directly or indirectly)
‘with reference to interest rates, commodity prices, or similar indices, regardless of whether such
varying rate is provided as an express term of the stock (as in the case of an adjustable rate
stock) or as a practical result of other aspects of the stock (as in the case of auction rate stock).
For this purpose, clauses (1), (2), and (3) apply if the right or obligation may be exercised within
20 years of the issue date and is not subject to a contingency which, as of the issue date, makes
the likelihood of the redemption or purchase remote.

- . No inference regarding the present-law tax treatment of the above-described stock is
intended by this proposal.

Effective Date

The proposal would apply to d_ivide‘h.ds. on stock issued after the 30th day after the date of
enactment of the provision.

% See Rev. Rul. 94-28, 1994-1 C.B. 86,
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4. Disallowance of interest on indebtedness allocable to tax-exempt obligations

Present Law

In general

Present law disallows a deduction for interest on indebtedness incurred or continued to
purchase or carry obligations the interest on which is not subject to tax (tax-exempt obligations)
(sec. 265). This rule applies to tax-exempt obligations held by individual and corporate
taxpayers. The rule also applies to certain cases in which a taxpayer incurs or continues
indebtedness and a related person acquires or holds tax-exempt obligations.**

Application to nen-financial corporations

In Rev. Proc. 72-18, 1972-1 C.B. 740, the IRS provided guidelines for application of the
disallowance provision to individuals, dealers in tax-exempt obligations, other business
enterprises, and banks in certain situations. Under Rev. Proc. 72-18, a deduction is disallowed
only when indebtedness is incurred or continued for the purpose of purchasing or carrying
tax-exempt obligations.

This purpose may be established either by direct or circumstantial evidence. Direct
evidence of a purpose to purchase tax-exempt obligations exists when the proceeds of
indebtedness are directly traceable to the purchase of tax-exempt obligations or when such
obligations are used as collateral for indebtedness. In the absence of direct evidence, a deduction
is disaliowed only if the totality of facts and circumstances establishes a sufficiently direct
relationship between the borrowing and the investment in tax-exempt obligations.

Two-percent de minimis exception.--In the case of an individual, interest on indebtedness
generally is not disallowed if during the taxable year the average adjusted basis of the
tax-exempt obligations does not exceed 2 percent of the average adjusted basis of the individual's
portfolio investments and trade or business assets. In the case of a corporation other than a
financial institution or a dealer in tax-exempt obligations, interest on indebtedness generally is
not disallowed if during the taxable year the average adjusted basis of the tax-exempt obligations
does not exceed 2 percent of the average adjusted basis of all assets held in the active conduct of
the trade or business. These safe harbors are inapplicable to financial institutions and dealers in
tax-exempt obligations. :

3 Section 7701(f) (as enacted in the Deficit Reduction Act of 1984 (sec. 53(c) of Pub. L.
No. 98-369)) provides that the Treasury Secretary shall prescribe such regulations as may be
necessary Or appropriate to prevent the avoidance of any income tax rules which deal with
linking of borrowing to investment or diminish risk through the use of related persons,
pass-through entities, or other intermediaries.
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Interest on installment sales to State and local goVernments.-—If a taxpayer sells property

to a State or local government in exchange for an instaliment obligation, interest on the
obligation may be exempt from tax. Present law has been interpreted to not disallow interest on a
taxpayer's indebtedness if the taxpayer acquires nonsalable tax-exempt obligations in the
ordinary course of business in payment for services performed for, or goods supplied to, State or
local governments.**

Application to financial corporations and dealers in tax-exempt obligations

In the case of a financial institution, the allocation of the interest expense of the financial
institution (which is not otherwise allocable to tax-exempt obligations) is based on the ratio of
the average adjusted basis of the tax-exempt obligations acquired after August 7, 1987, to the
average adjusted basis of all assets of the taxpayer (sec. 265). In the case of an obligation of an
issuer which reasonably anticipates to issue not more than $10 million of tax-exempt obligations
(other than certain private activity bonds) within a calendar year (the "small issuer exception"),
only 20 percent of the interest allocable to such tax-exempt obligations is disallowed (sec.
291(a)(3)). A similar pro rata rule applies to dealers in tax-exempt obligations, but there is no
small issuer exception and the 20-percent disallowance rule does not apply.* '

Description of Proposal

The proposal would extend to all corporations (other than insurance companies) the rule
that applies to financial institutions that disallows interest deductions of a taxpayer (that are not
otherwise disallowed as allocable under present law to tax-exempt obligations) in the same
proportion as the average basis of its tax-exempt obligations bears to the average basis of all of
the taxpayer's assets. The proposal would not extend the small-issuer exception to taxpayers
which are not financial institutions. Nonetheless, the proposal would not apply to nonsaleable
tax-exempt debt acquired by a corporation in the ordinary course of business in payment for
goods or services sold to a State or local government. Under the proposal, insurance companies
would not be subject to the pro rata rule and would be subject to present law. Finally, the
proposal would apply the interest disallowance provision to all related persons (within the
meaning of section 267(f)). Accordingly, in the case of related parties that are members of the
same consolidated group, the pro rata disallowance rule would apply as if all the members of the
group were a single taxpayer. The consolidated group rule would be applied without regard to
any member that is an insurance company. In the case of related persons that are not members of
the same consolidated group, the tracing rules would be applied by treating all of the related
persons as a single entity. The proposal is not intended to affect the application of section 265 to
related parties under current law.

¥ RB. George Machinery Co., 26 B.T.A. 594 (1932) acq. C.B. XI-2, 4; Rev. Proc. 72-18,
as modified by Rev. Proc. 87-53, 1987-2 C.B. 669.

% Rev. Proc. 72-18.
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Effective Date

The proposal would be effective for taxable years beginning after the date of enactment
with respect to obligations acquired after the date of first committee action.

5. Basis of substantially identical securities determined on an average basis
Present Law

A taxpayer generally recognizes gain or loss on the sale of property measured by the
difference between the amount realized on the disposition and the taxpayer's adjusted basis in the
property. The gain or loss may be treated as long-term capital gain or loss depending upon the
character and holding period of the property. Under Treasury regulations, if a taxpayer sells a
portion of his or her holdings in stocks or bonds, the taxpayer is allowed to identify the securities
disposed of for purposes of determining gain or loss on the disposition. If the taxpayer does not
make an adequate identification, he or she generally is deemed to have disposed of the securities
first acquired. Mutual fund investors are allowed to determine the adjusted bases of their shares
based on the average cost of all such shares. |

Description of Proposal

~ Inthe case of substantially identical securities, the basis of the securities would be
determined on an average basis. If a taxpayer disposes of less than all of such securities, the
taxpayer would be treated as having disposed of the securities first acquired. The Secretary of the.
Treasury may provide, by regulation, that the average basis rule would not apply to certain
substantially identical securities if such securities have a special status under a Code provision.
For example, regulations could provide that the basis of shares of stock contributed to a
partnership (and subject to Code section 704(c)) would not be averaged with the basis of
substantially identical shares of stock purchased by the partnership.

- For purposes of the proposal, a "security” generally would mean any of the securities
described in section 475(c)(2), other than subparagraph (F) thereof, including (1) stock in a
corporation; (2) a partnership or beneficial interest in widely held or publicly traded partnership

~or trust; (3) a note, bond, debenture, or other evidence of indebtedness; (4) certain interest rate,
currency, or equity notational principal contracts; or (5) evidence in an interest in, or a derivative
financial instrument in, any security described above. The proposal generally would not apply to
contractual financial products, such as over-the-counter options, notional principal contracts, or
forward contracts because a taxpayer generally would not have multiple contracts that are
substantially identical.

Effective Date

The proposal would be effective for determinations made 30 days after the date of
enactment. .
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6. Require recognition of gain on certain appreciated positions in personal property
Present Law

In general, gain or loss is taken into account for tax purposes when realized. Gain or loss
is usually realized with respect to a capital asset at the time the asset is sold, exchanged, or
otherwise disposed of. Gain or loss is determined by comparing the amount realized with the
adjusted basis of the particular property sold. In the case of corporate stock, the basis of shares
purchased at different dates or different prices is generally determined by reference to the actual
lot sold if it can be identified. Special rules under the Code can defer or accelerate recognition in
certain situations.

The recognition of gain or loss is postponed for open transactions. For example, in the
case of a "short sale” (i.e., when a taxpayer sells borrowed property such as stock and closes the
sale by returning identical property to the lender) no gain or loss on the transaction is recognized
until the closing of the borrowing.

Transactions designed to reduce or eliminate risk of loss on financial assets generally do -
not cause realization. For example, a taxpayer may lock in gain on securities by entering into a
"short sale against the box" , i.e., when the taxpayer owns securities that are the same as, or
substantially identical to, the securities borrowed and sold short. The form of the transaction is
respected for income tax purposes and gain on the substantially identical property is not
recognized at the time of the short sale. Pursuant to rules that allow specific identification of
securities delivered on a sale, the taxpayer can obtain open transaction treatment by identifying
the borrowed securities as the securities delivered. When it is time to close out the borrowing,
the taxpayer can choose to deliver either the securities held or newly purchased securities. The
Code provides rules only to prevent taxpayers from using short sales against the box to
accelerate loss or to convert short-term capital gain into long-term capital gain or long-term
capital loss into short-term capital loss. '

Taxpayers also can lock in gain on certain property by entering into straddles without
recognizing gain for tax purposes. A straddle consists of offsetting positions with respect to
personal property. A taxpayer can take losses on positions in straddles into account only to the
extent the losses exceed the unrecognized gain in the other positions in the straddle. In addition,
rules similar to the short sale rules prevent taxpayers from changing the tax character of gains
and losses recognized on straddles. |

Taxpayers may engage in other arrangements, such as "equity swaps" and other "notional
principal contracts," where the risk of loss and opportunity for gain with respect to property are
shifted to another party (the "counterparty"). These arrangements do not result in the recognition
of gain by the taxpayer.

The Code accelerates the recognition of gains and losses in certain cases. For example,
taxpayers are required each year to mark to market certain regulated futures contracts, foreign
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currency contracts, non-equity options, and dealer equity options, and to take any capital gain or
loss thereon into account as 40 percent short-term and 60 percent long-term. Securities dealers
also are required to mark their securities to market.

Description of Proposal

The proposal would require a taxpayer to recognize gain (but not loss) upon entering into
a constructive sale of any appreciated position in either stock, a debt instrument, or a partnership
interest. A taxpayer would be treated as making a constructive sale of an appreciated position
when the taxpayer (or, in certain limited circumstances, a person related to the taxpayer)
- substantially eliminates risk of loss and opportunity for gain by entering into one or more
positions with respect to the same or substantially identical property. For example, a taxpayer
that holds appreciated stock and enters into a short position with respect to that stock would
recognize any gain on the stock. An equity swap with regard to the stock that substantially
eliminates risk of loss and opportunity for gain would also be subject to provision. Similarly, a
taxpayer that holds appreciated stock and grants a call option or enters into a put option on the
stock would generally recognize gain on the stock if there is a substantial certainty that the
option will be exercised. In addition, a taxpayer would recognize gain on an appreciated position
in stock, debt or partnership interests if the taxpayer enters into a transaction that is marketed or
sold as substantially eliminating the risk of loss and opportunity for gain, regardless of whether
the transaction involves the same or substantially identical property.

The taxpayer would recognize gain in a constructive sale as if the position were sold at its
fair market value on the date of the sale and immediately repurchased. An appropriate
adjustment (such as an increase in the basis of the position) would be made in the amount of any
additional gain or loss subsequently realized with respect to the position; and a new holding
period of such position would begin as if the taxpayer had acquired the position on the date of
the constructive sale. .

An appreciated financial position is defined as any position with respect to any stock,
debt instrument, or partnership interest, if there would be gain were the position sold. Certain
actively traded trust instruments are treated as stock for this purpose. A position is defined as any
interest, including a futures or forward contract, short sale, or option.

Constructive sales would not include a transaction if the appreciated financial position
that is part of such transaction is marked to market under present law sections 475 (mark to
market for securities dealers) or 1256 (mark to market for futures contracts, options and currency
contracts).

A constructive sale also would not include any contract for the sale of any stock, debt
instrument, or partnership interest that is not a marketable security (as defined in the section
453(£)(2) rules that apply to installment sales) if the sale is reasonably expected to occur within
one year after the date such contract is entered into.
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A person would be considered related to another for purposés of the proposal if the

relationship was one described in sections 267 or 707(b) and the transaction is entered into with
a view toward avoiding the purposes of the provision.

If there is a constructive sale of less than all of the appreciated financial positions held by
the taxpayer, the proposal would apply to such positions in the order in which acquired or
entered into. If the taxpayer actually disposed of a position previously constructively sold, the
offsetting positions creating the constructive sale still held by the taxpayer would be treated as
causing a new constructive sale of appreciated positions in substantially identical property, if
any, the taxpayer holds at that time. "

The application of this proposal would be affected by the separate proposal described
above that would require a computation of average cost basis and a FIFQ ordering rule for
substantially identical securities. For example, the average cost/FIFO proposal effectively would
eliminate the ability for a taxpayer to defer gain under a typical short-against-the-box transaction
(i.e., where a taxpayer with appreciated securities borrows identical securities, currently sells the
borrowed securities, and later delivers the appreciated securities to close out the borrowing).
Under the average cost/FIFO proposal, the taxpayer would be deemed to have sold his
appreciated securities, thus recognizing gain. '

Effective Date

The proposal would be effective for constructive sales entered into after the date of
enactment. It also would apply to constructive sales entered into after January 12, 1996 and
before the date of enactment that remain open 30 days after the date of enactment. The proposal
would apply to these pre-enactment transactions as if the constructive sale occurred on the date
which is 30 days after the date of enactment.

In the case of a decedent dying after the date of enactment, if a constructive sale of an
appreciated financial position (as defined in the proposal) had occurred before the date of
enactment and remains open on the day before the decedent's death, and no gain had been
recognized under the constructive sale rules on the position, such position (and any property
related to it, under principles of the provision) would be treated as property constituting rights to
receive income in respect of a decedent under section 691,

7. Gains and losses from certain terminations with respect to property

Present Law

Extinguishment treated as sale or exchange --The definition of capital gains and losses in

section 1222 requires that there be a "sale or exchange" of a capital asset. Court decisions
interpreted this requirement to mean that when a disposition is not a sale or exchange of a capital
asset, for example, a lapse, cancellation, or abandonment, the disposition produces ordinary
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income or loss.*” Under a special provision, gains and losses attributable to the cancellation,
lapse, expiration, or other termination of a right or obligation with respect to certain personal
property are treated as gains or losses from the sale of a capital asset (sec. 1234A). The personal
property subject to this rule is (1) personal property (other than stock that is not part of straddie
or of a corporation that is not formed or availed of to take positions which offset positions in
personal property of its shareholders) of a type which is actively traded and which is, or would
be on acquisition, a capital asset in the hands of the taxpayer and (2) a "section 1256 contract"*®
which is capital asset in the hands of the taxpayer. Section 1234A does not apply to the
retirement of a debt instrument. _

Character of gain on retirement of debt obligations.--Amounts received on the retirement

of any debt instrumnent are treated as amounts received in exchange therefor (sec. 1271(a)(1)). In
addition, gain on the sale or exchange of a debt instrument with OID*® generally is treated as
ordinary income to the extent of its OID if there was an intention at the time of its issuance to
call the debt instrument before maturity (sec. 1271(a)(2)). These rules do not apply to (1) debt
issued by a natural person or (2) debt issued before July 2, 1982, by a noncorporate or
nongovernment issuer. _

_ D scription of P 1
Extension of relinquishment rule to all typ‘ gs of property.--The proposal would extend the

rule which treats gain or loss from the cancellation, lapse, expiration, or other termination of a
rlght or obligation with respect to property which is {or on acquisition would be) a capital asset
in the hands of the taxpayer to all types of property.

Character of gain on retirement of debt obligations issued by natural persons.--The

proposal would repeal the provision that exempts debt obligations issued by natural persons from
the rule which treats gain realized on retirement of the debt as exchanges. Thus, under the
proposal, gain or loss on the retirement of such debt will be capital gain or loss. The proposal

*7 See Fairbanks v. U.S., 306 U.S. 436 (1039); Comm'r v. Pittston Co., 252 F. 2d 344
(2nd Cir.), cert. denied, 357 U.S. 919 (1958).

*® A "section 1256 contract” means (1) any regulated futures contract, (2) féreign
currency contract, (3) nonequity option, or (4) dealer equity option.

% The issuer of a debt instrument with OID generally accrues and deducts the discount,
as interest, over the life of the obligation even though the amount of such interest is not paid
until the debt matures. The holder of such a debt instrument also generally includes the OID in
income as it accrues as interest on an accrual basis. The mandatory inclusion of QID in income
does not apply, among other exceptions, to debt obligations issued by natural persons before
March 2, 1984, and loans of less than $10,000 between natural persons if such loan is not made
in the ordinary course of business of the lender (secs. 1272(2)(2)(D) and (E)).
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would retain the present-law exceptions for debt issued before July 2, 1982, by noncorporations
Or nongovernments. '

Effective Date
The proposal would be effective 30 days after the date of enactment,

8. Determination of original issue discount where pooled debt obligations subject to
acceleration

Present Law

A taxpayer generally may deduct the amount of interest paid or accrued within the
taxable year on indebtedness issued by the taxpayer. The issuer of a debt instrument with
original issue discount ("OID") generally accrues and deducts, as interest, the OID over the life
of the obligation, even though the amount of the interest may not be paid until the maturity of the
instrument. '

The amount of OID with respect to a debt instrument is the excess of the stated
redemption price at maturity. over the issue price of the debt instrument. The stated redemption
price at maturity includes all amounts payable at maturity. The amount of OID in adebt
instrument is allocated over the life of the instrument through a series of adjustments to the issue
price for each accrual period. The adjustment to the issue price is determined by multiplying the
adjusted issue price (i.e., the issue price increased by adjustments prior to the accrual period) by
the instrument’s yield to maturity, and then subtracting the interest payable during the accrual
period. Thus, in order to compute the amount of OID and the portion of OID allocable to a
period, the stated redemption price at maturity and the time of maturity must be known.

Special rules for determining the amount of OID allocated to a period apply to certain
instruments that may be subject to prepayment. Specifically, in the case of (1) any regular
interest in a REMIC, (2) qualified mortgages held by a REMIC, or (3) any other debt instrument
if payments under the instrument may be accelerated by reason of prepayments of other
obligations securing the instrument, the daily portions of the OID on such debt instruments are

_determined by taking into account an assumption regarding the prepayment of principal for such
instruments. |

If the principal amount of an indebtedness may be paid without interest by a specified
date (as is the case with certain credit card balances), present law does not require the lender to
accrue interest until after the specified date has passed. In addition, if a borrower can reduce the
yield on a debt by exercising a prepayment option, the OID rules assume that the borrower will
prepay the debt. ' - - '

-65-



Description of Proposal

The proposal would apply the special OID rule applicable to any regular interest in a
REMIC, qualified mortgages held by a REMIC, or certain other debt instruments to any pool of
debt instruments the payments on which may be accelerated by reason of prepayments. Thus,
under the proposal, if a taxpayer holds a pool of credit card receivables that require interest to be
paid if the borrowers do not pay their accounts by a specified date, the taxpayer would be
required to accrue interest or OID on such pool based upon a reasonable assumption regarding
the timing of the payments of the accounts in the pool.

The proposal is not intended to apply to pools of receivables for which interest charges
are incidental. Thus, for example, it is intended that the proposal would not apply to a merchant
that (1) permits customers to pay their bills within a reasonable time and (2) does not routinely
recetve interest from a substantial portion of its customers. In addition, the Secretary of the
Treasury would be authorized to provide appropriate exemptions from the proposal, including
exemptions for taxpayers that hold a limited amount of debt instruments.

Effective Date

The proposal would be effective for taxable years beginning after the date of enactment.
If a taxpayer is required to change its method of accounting under the proposal, such change
would be treated as initiated by the taxpayer with the consent of the Secretary of the Treasury
and any section 481 adjustment would be included in income ratably over a four-year period.

-66-



B. Corporate Tax Provisions
1. Require gain recognition for certain extraordinary dividends
Present Law

A corporate shareholder generally can deduct at least 70 percent of a dividend received
from another corporation. This dividends received deduction is 80 percent if the corporate |
shareholder owns at least 20 percent of the distributing corporation and generally 100 percent if
the shareholder owns at least 80 percent of the distributing corporation.

Section 1059 of the Code requires a corporate shareholder that receives an "extraordinary
dividend" to reduce the basis of the stock with respect to which the dividend was received by the
nontaxed portion of the dividend. Whether a dividend is "extraordinary" is determined, among
other things, by reference to the size of the dividend in relation to the adjusted basis of the
shareholder's stock. Also, a dividend resulting from a non pro rata redemption or a partial
liquidation is an extraordinary dividend. If the reduction in basis of stock exceeds the basis in the -
- stock with respect to which an extraordinary dividend is recejved, the excess is taxed as gain on
the sale or disposition of such stock, but not until that time (sec. 1059(a)(2)). The reduction in
basis for this purpose occurs immediately before any sale or disposition of the stock (sec.
1059(d)(1)(A)). The Treasury Department has general regulatory authority to carry out the
purposes of the section.

Except as provided in regulations, the extraordinary dividend provisions do not apply to
result in a double reduction in basis in the case of distributions between members of an affiliated
group filing consolidated returns, where the dividend is eliminated or excluded under the
consolidated return regulations. Double inclusion of earnings and profits (i.e., from both the
dividend and from gain-on the disposition of stock with a reduced basis) also should generally be
prevented.** Treasury regulations provide for application of the provision when a corporation is a
partner in a partnership that receives a distribution.*! ‘

- Ingeneral, a distribution in redemption of stock is treated as a dividend, rather than as a
sale of the stock, if it is essentially equivalent to a dividend (sec. 302). A redemption of the stock
of a shareholder generally is essentially equivalent to a dividend if it does not result in a
meaningful reduction in the shareholder's proportionate interest in the distributing corporation.
Section 302(b) also contains several specific tests (e.g., a substantial reduction computation and
a termination test) to identify redemptions that are not essentially equivalent to dividends. The
determination whether a redemption is essentially equivalent to a dividend includes reference to
the constructive ownership rules of section 318, including the option attribution rules of section

* See HR. Rep. 99-841, 11-166, 99th Cong. 2d Sess. (Sept. 18, 1986).
# See Treas. Reg. sec. 1.701-2(f), Example (2).
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318(a)(4). The rules relating to treatment of cash or other property received in a reorganization
contain a similar reference (sec. 356(a)(2)).

Description of Proposal

Under the proposal, except as provided in regulations, a corporate shareholder would
recognize gain immediately with respect to any redemption treated as a dividend (in whole or in
part) when the nontaxed portion of the dividend exceeds the basis of the shares surrendered, if
the redemption is treated as a dividend due to options being counted as stock ownership.*?

In addition, the proposal would require immediate gain recognition whenever the basis of
stock with respect to which any extraordinary dividend was received is reduced below zero. The
reduction in basis of stock would be treated as occurring at the beginning of the ex-dividend date
of the extraordinary dividend to which the reduction relates.

Reorganizations or other exchanges involving amounts that are treated as dividends
under section 356 of the Code are treated as redemptions for purposes of applying the rules
relating to redemptions under section 1059(e). For example, if a recapitalization or other
transaction that involves a dividend under section 356 has the effect of a non pro rata redemption
or is treated as a dividend due to options being counted as stock, the rules of section 1059 apply.
Redemptions of shares, or other extraordinary dividends on shares, held by a partnership will be
subject to section 1059 to the extent there are corporate partners (e.g., appropriate adjustments to
the basis of the shares held by the partnership and to the basis of the corporate partner's
partnership interest will be required).

Under continuing section 1059(g) of present law, the Treasury Department would be
authorized to issue regulations where necessary to carty out the purposes and prevent the
avoidance of the bill.

‘Effecgive Date

The proposal would generally be effective for distributions aﬂer May 3, 1995, unless
made pursuant to the terms of a written binding contract in effect on May 3, 1995 and at all times
thereafter before such distribution, or a tender offer outstanding on May 3, 1995.“3 However, in

* Thus, for example, where a portion of such a distribution would not have been treated
as a dividend due to insufficient earnings and profits, the rule applies to the portion treated as a
dividend. '

*3 Thus, for example, in the case of a distribution prior to the effective date, the
provisions of present law would continue to apply, including the provisions of present law
sections 1059(a) and 1059(d)(1), requiring reduction in basis immediately before any sale or
disposition of the stock, and requiring recognition of gain at the time of such sale or disposition.
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applying the new gain recognition rules to any distribution that is not a partial liquidation, a non
pro rata redemption, or a redemption that is treated as a dividend by reason of options,
September 13, 1995 is substituted for May 3, 1995 in applying the transition rules.

No inference is intended regarding the tax treatment under present law of any transaction
within the scope of the provision, including transactions utilizing options.

In addition, no inference is intended regarding the rules under present law (or in any case
where the treatment is not specified in the provision) for determining the shares of stock with
respect to which a dividend is received or that experience a basis reduction. :

2. Repeal percentage depletion for nonfuel minerals mined on certain Federal lands
P_ré_s_emLaﬂ
Taxpayers are allowed to deduct a reasonable allowance for depletion relating to the
acquisition and certain related costs of mines or other hard mineral deposits. The depletion
deduction for any taxable year is calculated under either the cost depletion method or the

percentage depletion method, whichever results in the greater allowance for depletion for the
year. '

Under the cost depletion method, the taxpayer deducts that portion of the adjusted basis
of the property which is equal to the ratio of the units sold from that property during the taxable
year, to the estimated total units remaining at the beginning of that year,

Under the percentage depletion method, a deduction is allowed in each taxable year for a
statutory percentage of the taxpayer's gross income from the property. The statutory percentage
for gold, silver, copper, and iron ore is 15 percent; the statutory percentage for uranium, lead, tin,
nickel, tungsten, zinc, and most other hard rock minerals is 22 percent. The percentage depletion
deduction for these minerals may not exceed 50 percent of the net income from the property for
the taxable year (computed without allowance for depletion). Percentage depletion is not limited
to the taxpayer's basis in the property; thus, the aggregate amount of percentage depletion
deductions claimed may exceed the amount expended by the taxpayer to acquire and develop the

property.

The Mining Law of 1872 permits U.S. citizens and businesses to freely prospect for hard
rock minerals on Federal lands, and allows them to mine the land if an economically recoverable
deposit is found. No Federal rents or royalties are imposed upon the sale of the extracted
minerals. A prospecting entity may establish a claim to an area that it believes may contain a
mineral deposit of value and preserve its right to that claim by paying an annual holding fee of
$100 per claim. Once a claimed mineral deposit is determined to be economically recoverable,
and at least $500 of development work has been performed, the claim holder may apply for a
"patent” to obtain title to the surface and mineral rights. If approved, the claimant can obtain full
title to the land for $2.50 or $5.00 per acre.
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Description of Proposal

The proposal would repeal the present-law percentage depletion provisions for nonfuel
minerals extracted from any land where title to the land or the right to extract minerals from such
land was originally obtained pursuant to the provisions of the Mining Law of 1872.

Effective Date
The proposal would be effective for taxable years beginning after the date of enactment.
3. Modify net operating loss carryback ahd carryforward rules |
Present Law

The net operating loss ("NOL") of a taxpayer (generally, the amount by which the
business deductions of a taxpayer exceeds its gross income) may be carried back three years and
carried forward fifteen years to offset taxable income in such years. A taxpayer may elect to
forgo the carryback of an NOL. Special rules apply to REITs (no carrybacks), specified liability
losses (10-year carryback), excess interest losses (no carrybacks), and net capital losses of
corporations (carryforward limited to five years).

Description of Proposal

The proposal would limit the NOL carryback period to one year and extend the NOL
carryforward period to 20 years. The proposal would not apply to the carryback rules relating to
REITs, specified hability losses, excess interest losses, and corporate capital losses.

Effective Date

The proposal would be effective for NOLs arising in taxable years beginning after the
date of enactment.

4. Treat certain preferred stock as "boot"

Present Law

In reorganization transactions within the meaning of section 368, no gain or loss is
recognized except to the extent "other property" (often called "boot") is received, that is,
property other than certain stock, including preferred stock. Thus, preferred stock can be
received tax-free in a reorganization, notwithstanding that many preferred stocks are functionally
equivalent to debt securities. Upon the receipt of "other property”, gain but not loss can be '
recognized. A special rule permits debt securities to be received tax-free, but only to the extent
debt securities of no lesser principal amount are surrendered in the exchange. Other than this
debt-for-debt rule, similar rules generally apply to transactions described in section 351.
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Description of Proposal

The proposal would amend the relevant provisions (sections 351, 354, 355,356 and
1036) to treat certain preferred stock as "other property” (i.e., "boot") subject to certain =~
exceptions. Thus, when a taxpayer exchanges property for this preferred stock in a transaction
that qualifies under either section 351 qr section 368, gain but not loss would be recognized.

The proposal would apply to preferred stock (i.e., stock that is limited and preferred as to
dividends and does not participate, including through a conversion privilege, in corporate growth
to any significant extent), where (1) the holder has the right to require the issuer or a related
person (within the meaning of sections 267(b) and 707(b)) to redeem or purchase the stock, (2)
the issuer or a related person is required to redeem or purchase the stock, (3) the issuer (ora
related person) has the right to redeem or purchase the stock and, as of the issue date, it is more
likely than not that such right will be exercised, or (4) the dividend rate on the stock varies in
whole or in part (directly or indirectly) with reference to interest rates, commodity prices, or
other similar indices, regardless of whether such varying rate is provided as an express term of
the stock (for example, in the case of an adjustable rate stock) or as a practical result of other
aspects of the stock (for example, in the case of auction rate stock). For this purpose, the rules of
(1), (2), and (3) apply if the right or obligation may be exercised within 20 years of the date the
instrument is issued and such right or obligation is not subject to a contingency which, as of the
issue date, makes remote the likelihood of the redemption or purchase. In addition, a right or
obligation would be disregarded if it may be exercised only upon the death, disability, or mental
incompetency of the holder or, in the case of stock transferred in connection withthe™
performance of services, upon the holder's retirement.

The following exchanges would be excluded from this gain recognition: (1) certain
exchanges of preferred stock for comparable preferred stock of the same or lesser value; (2) an
exchange of preferred stock for common stock; (3) certain exchanges of debt securities for
preferred stock of the same or lesser value; and (4) exchanges of stock in certain
recapitalizations of family-owned corporations. For this purpose, a family-owned corporation
would be defined as any corporation if at least 50 percent of the total voting power and value of
the stock of such corporation is owned by members of the same family for five years preceding
the recapitalization. In addition, a recapitalization does not qualify for the exception if the same
family does not own 50 percent of the total voting power and value of the stock throughout the
three-year period following the recapitalization. Members of the same family would be defined
by reference to the definition in section 447(e). Thus, a family would include children, parents,
brothers, sisters, and spouses, with a limited attribution for directly and indirectly owned stock of
the corporation. Shares held by a family member would be treated as not held by a family
member to the extent a non-family member had a right, option or agreement to acquire the shares
(directly or indirectly, for example, through redemptions by the issuer), or with respect to shares
as to which a family member has reduced its risk of loss with respect to the share, for example,
through an equity swap. Even though the provision excepts certain family recapitalizations, the
special valuation rules of section 2701 for estate and gift tax consequences still apply.

-71-



An exchange of nonqualified preferred stock for nonqualified preferred stock in an
acquiring corporation may qualify for tax-free treatment under section 354, but not section 351.
In cases in which both sections 354 and 351 may apply to a transaction, section 354 generally
will apply for purposes of this proposal. Thus, in that situation, the exchange would be tax free.

The Treasury Secretary would have regulatory authority to (1) apply instaliment sale-
type rules to preferred stock that is subject to this proposal in appropriate cases and (2) prescribe
treatment of preferred stock subject to this provision under other provisions of the Code (e.g.,
sections 304, 306, 318, and 368(c)). Until regulations are issued, preferred stock that is subject
to the proposal shall continue to be treated as stock under other provisions of the Code.

Ef‘fective Déte

The proposal would be effective for transactions on or after the date of first committee
action. ' '

5. Conversion of large corporations into S corporations treated as complete liquidations

Present Law

- The income of 2 corporation described in subchapter C of the Internal Revenue Code (a
"C corporation") is subject to corporate-level tax when the income is earned and individual-level
tax when the income is distributed. The income of a corporation described in subchapter S of the
Internal Revenue Code (an "S corporation") generally is subject to individual-level, but not
corporate-level, tax when the income is earned. The income of an S corporation generally is not
subject to tax when it is distributed to the shareholders. The tax treatment of an S corporation is
similar to the treatment of a partnership or sole proprietorship.

The liquidation of a subchapter C corporation generally is a taxable event to both the
corporation and its shareholders. Corporate gain is measured by the difference between the fair
market values and the adjusted bases of the corporation's assets. The shareholder gain is
measured by the difference between the value of the assets distributed and the shareholder's
adjusted basis in his or her stock. The conversion of a C corporation into a partnership or soIe
proprietorship is treated as the 11qu1dat1on of the corporatxon

The conversion from C to S corporation status (or the merger of a C corporation into an S
corporation) generally is not a taxable event to either the corporation or its shareholders.

Certain rules attempt to limit the potential for C corporations to avoid corporate-level tax
by shifting appreciated assets to S corporation status prior to the recognition of such gains.
Specifically, an S corporation is subject to a tax computed by applying the highest marginal
corporate tax rate to the lesser of (1) the S corporation's recognized built-in gains or (2) the
amount that would be taxable income if such corporation was not an S corporation (sec. 1374).
For this purpose, a recognized built-in gain generally is any gain the S corporation recognizes
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from the disposition of any asset within a 10-year recognition period after the conversion from C
corporation status or any income that is properly taken into account during the recognition
period that is attributable to prior periods. However, a gain is not a recognized built-in gain if the
taxpayer can establish that the asset was not held by the corporation on the date of conversion or
to the extent the gain exceeds the amount of gain that would have been recognized on such date.
In addition, the cumulative amount of recognized built-in gains that an S corporation must take
into account may not exceed the amount by which the fair market value of the corporation's
assets exceeds the aggregated adjusted basis of such assets on the date of conversion from C
corporation status. Finally, net operating loss or tax credit carryovers from years in which the
corporation was a C corporation may reduce or eliminate the tax on recognized built-in gains.

The amount of built-in gain that is subject to corporate-level tax also flows-through to the
shareholders of the S corporation as an item of income subject to individual-level tax. The
amount of tax paid by the S corporation on built-in gains flows-through to the shareholders as an
item of loss that is deductible against such built-in gain income on the individual level,

Description of Proposal

The proposal would repeal section 1374 for large S corporations. A C-to-S corporation
conversion (whether by a C corporation electing S corporation status or by a C corporation
merging into an S corporation) would be treated as a liquidation of the C corporation followed
by a contribution of the assets to an S corporation by the recipient shareholders. Thus, the -
proposal would require immediate gain recognition by both the corporation (with respect to its
appreciated assets) and its shareholders (with respect to their stock) upon the conversion to S
corporation status.

~ For this purpose, a large S corporation is one with a value of more than $5 million at the
time of conversion. The value of the corporation would be the fair market value of all the stock
of the corporation on the date of conversion.

Effective Date

“ The proposal generally would be effective for subchapter S elections that become
effective for taxable years beginning after January 1, 1998. The proposal would apply to
acquisitions (e.g., the merger of 2 C corporation into an existing S c/forpcration)'aﬂer December
31, 1997. Thus, C corporations would continue to be permitted to elect S corporation status
effective for taxable years beginning in 1997 or on January 1, 1998,
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In addition, the Internal Revenue Service would revise Notice 88-19* to conform to the
proposed amendment to section 1374, with an effective date similar to the statutory proposal. As
a result, the conversion of a large C corporation to a regulated investment company ("RIC") or a
real estate investment trust ("REIT") after the revisions would result in immediate recognition by
the C corporation of the net built-in gain in its assets.

6. Require gain recognition on certain distributions of controlled corporation stock
Present Law

A corporation is generally required to recognize gain on the distribution of property
(including stock of a subsidiary) as if such property had been sold for its fair market value. The
shareholders generally treat the receipt of property as a taxable event as well. Section 355 of the.
Internal Revenue Code provides an exception to this rule for certain distributions of stock in a
controlled corporation, provided that various requirements are met, including certain restrictions
relating to acquisitions and dispositions of stock of the distributing corporation ("distributing")
or the controlled corporation ("controlled") prior and subsequent to a distribution.

Description of Proposal

The proposal would adopt additional restrictions under section 355 on acquisitions and
dispositions of the stock of distributing and controlled. Under the proposal, the distributing
corporation (but not the shareholders) would be required to recognize gain on the distribution of
the stock of controlled unless the direct and indirect shareholders of distributing, as a group,
control both distributing and controlled at all times during the four year period commencing two
years prior to the distribution. Controt for this purpose means ownership of stock possessing at
least 50 percent of the total combined voting power and at least 50 percent of the total value of
all classes of stock.

In determining whether shareholders retain control in both corporations throughout the

four-year time period, any acquisitions or dispositions of stock that are unrelated to the
distribution will be disregarded. A transaction is unrelated to the distribution if it is not pursuant

to a common plan or arrangement that includes the distribution. For example, public trading of
the stock of either distributing or controlled is disregarded, even if that trading occurs in
contemplation of the distribution. Similarly, an acquisition of distributing or controlled in a
merger or otherwise that is not pursuant to a common plan or arrangement existing at the time of
the distribution is not related to the distribution. For example, a hostile acquisition of distributing
or controlled commencing after the distribution will be disregarded. On the other hand, a friendly
acquisition will generally be considered related to the distribution if it is pursuant to an

* Notice 88-19, 1988-1 C.B. 486, allows C corporations that become RICs or REITs to
be subject to rules similar to those of section 1374, rather than being subject to the rules
applicable to complete liquidations.
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arrangement negotiated (in whole or in part) prior to the distribution, even if at the time of
distribution it is subject to various conditions, such as the approval of shareholders or a .
‘regulatory body.

Effective Da.t_eh
The proposal would be effective for distributions after the dé,_te of first committee action.
7. Reform tax treatment of certain corporate stock transfers

Present Law

Under section 304, if one corporation purchases stock of a related corporation, the
transaction generally is recharacterized as a redemption. In determining whether a transaction so
recharacterized is treated as a sale or a dividend, reference is made to the changes in the selling
corporation's ownership of stock in the issuing corporation (applying the constructive ownership
rules of section 318(a) with modifications under section 304(c)). Sales proceeds received by a
corporate transferor that are characterized as a dividend may qualify for the dividends received
deduction under section 243, and such dividend may bring with it foreign tax credits under
section 902. Section 304 does not apply to transfers of stock between members of a consolidated

group. | : .

Section 1059 applies to "extraordinary dividends," including certain redemption
transactions treated as dividends qualifying for the dividends received deduction. If a redemption
results in an extraordinary dividend, section 1059 generally requires the shareholder to reduce its
basis in the stock of the redeeming corporation by the nontaxed portion of such dividend.

Desgrigtion of Proposal

Under the proposal, to the extent that a section 304 transaction is treated as a distribution
under section 301, the transferor and the acquiring corporation would be treated as if (1) the
transferor had transferred the stock involved in the transaction to the acquiring corporation in-
exchange for stock of the acquiring corporation in a transaction to which section 351(a) applies,
and (2) the acquiring corporation had then redeemed the stock it is treated as having issued.
Thus, the acquiring corporation would be treated for all purposes as having redeemed the stock it
is treated as having issued to the transferor. In addition, the proposal would amend section 1059
so that, if the section 304 transaction is treated as a dividend to which the dividends received -
deduction applies, the dividend would be treated as an extraordinary dividend in which only the
basis of the transferred shares would be taken into account under section 1059,

Under the proposal, a special rule would apply to section 304 transactions involving
acquisitions by foreign corporations. The proposal would limit the earnings and profits of the
acquiring foreign corporation that would be taken into account in applying section 304. The
earnings and profits of the acquiring foreign corporation to be taken into accourit would not
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exceed the portion of such earnings and profits that (1) is attributable to stock of such acquiring
corporation held by a corporation or individual who is the transferor (or a person related thereto)
and who is a U.S. shareholder (within the meaning of section 951(b)) of such corporation, and
(2) was accumulated during periods in which such stock was owned by such person while such
acquiring corporation was a controlled foreign corporation. For purposes of this rule, except as
otherwise provided by the Secretary of the Treasury, the rules of section 1248(d) (relating to
certain exclusions from earnings and profits) would apply. The Secretary of the Treasury would
prescribe regulations as appropriate, including regulations determining the earnings and profits
that are attributable to particular stock of the acquiring corporation.

No inference is intended as to the treatment of any transaction under present law.

Effective Date

The proposal would be effective for transactions after the date of first committee action.
8. Modify the extension of section 29 credit for biomass and coal facilities

Present Law

Certain fuels produced from "nonconventional sources" and sold to unrelated parties are
eligible for an income tax credit equal to $3 (generally adjusted for inflation) per barrel or BTU
oil barrel equivalent (sec. 29). Qualified fuels must be produced within the United States.

Qualified fuels include: (1) oil produced from shale and tar sands; (2) gas produced from
geopressured brine, Devonian shale, coal seams, tight formations ("tight sands"), or biomass; and
(3) liquid, gaseous, or solid synthetic fuels produced from coal (including lignite).

In general, the credit is available only with respect to fuels produced from wells drilled or
facilities placed in service after December 31, 1979, and before January 1, 1993. An exception
extends the January 1, 1993 expiration date for facilities producing gas from biomass and
synthetic fuel from coal if the facility producing the fuel is placed in service before July 1, 1998,
pursuant to a binding contract entered into before January 1, 1997,

The credit may be claimed for qualified fuels produced and sold before January 1, 2003
(in the case of nonconventional sources subject to the January 1, 1993 expiration date) or
January 1, 2008 (in the case of biomass gas and synthetic fuel facilities eligible for the extension
period).

Description of Proposal

The proposal would shorten by one year the "placed in service” period for facilities
producing gas from biomass and synthetic fuel, such that only facilities placed in service before
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July 1, 1997, pursuant to a binding contract entered into before January 1, 1997, would be
eligible for the credit.

Effective Date

The proposal would be effective on the date of enactment.
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C. Foreign Provisions

1. Expand subpart F provisions regarding income from notional principal contracts and
stock lending transactions

Present Law

Under the subpart F rules, the U.S. 10-percent shareholders of a controlled foreign
corporation ("CFC") are subject to U.S. tax currently on certain income earned by the CFC,
whether or not such income is distributed to the shareholders. The income subject to this current
inclusion rule includes, among other things, "foreign personal holding company income."

Foreign personal holding company income generally consists of the following: dividends,
interest, royalties, rents and annuities; net gains from sales or exchanges of (2) property that
gives rise to the foregoing types of income, (b) property that does not give rise to income, and (c)
interests i trusts, partnerships, and REMICs; net gains from commodities transactions; net gains
from foreign currency transactions; and income that is equivalent to interest. Income from
notional principal contracts referenced to commodities, foreign currency, interest rates, or
indices thereon is treated as foreign personal holding company income. In addition, income
derived from transfers of debt securities (but not equity securities) pursuant to the rules
govemmg securities lending transactions (sec. 1058) is treated as foreign personal holding
company income.

A variety of exceptions from foreign personal holding company income are provided for

income earned by a CFC that is a regular dealer in the property sold or exchanged. However, no
exception is available for a CFC that is a regular dealer in financial instruments referenced to
commodities,

A U.S. shareholder of a passive foreign investment company ("PFIC") is subject to U.S.
tax and an interest charge with respect to certain distributions from the PFIC and gains on
dispositions of the stock of the PFIC, unless the shareholder elects to include in income currently
for U.S. tax purposes its share of the earnings of the PFIC. A foreign corporation is a PFIC ifit
satisfies either a passive income test or a passive assets test. For this purpose, passive income is
defined by reference to foreign personal holding company income.

Description_of Proposal

The proposal would add net income from notional principal contracts as a new category
of foreign personal holding company income. In addition, the proposal would treat income
derived from equity securities lending transactions pursuant to section 1058 as foreign personal
holding company income.
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Under the proposal, income, gain, deduction or loss from a notional principal contract
entered into to hedge an item of income in another category of foreign personal holding company
income would be included in that category.

The proposal would provide an exception from foreign personal holding company
income for income from transactions entered into in the ordinary course of a CFC's business as a
regular dealer in forward contracts, options, notional principal contracts, and similar financial
instruments (including instruments referenced to commodities).

Efféctive Date
The proposal would apply to taxable years beginning after the daté of enécfment.
2. Taxation of certain captive insurance companies and their shareholders
.Present Law

A deduction generally is allowed for insurance premiums incurred in connection with a
taxpayer's trade or business. In contrast, no deduction is allowed for amounts set aside by the
taxpayer to fund future losses.

An insurance company is defined under Treasury regulations as a company whose _
primary and predominant business activity is the issuance of insurance or annuity contracts or
the reinsuring of risks underwritten by insurance companies. '

The term "insurance" is not defined in the Code. In general, courts have held that an
insurance transaction involves risk shifting and risk distribution. See Helvering v. LeGierse, 312
U.S. 531 (1941). . -

Under the subpart F rules, certain U.S. shareholders of a controlled foreign corporation
(CFC) are required to include in income currently their shares of certain income of the CFC,
whether or not such income is actually distributed fo the shareholders. This current inclusion rule
applies to certain insurance income of the CFC. In addition, special provisions under the subpart
-F rules apply to the related person insurance income of a CFC. Further, present law applies a
look-through rule in characterizing certain subpart F insurance income for purposes of
determining unrelated business income of a tax-exempt organization. o

Premiums paid by a U.S. person to a foreign insurer or reinsurer with respect to the

insurance of U.S. risks are subject to an excise tax, absent an applicable tax treaty that includes a
waiver of this tax. ‘ ' _ '

-79.



Description of Proposal

In general

Under the proposal, "disqualified shareholder insurance" would be treated as derived
from a business other than insurance for purposes of determining whether a corporation qualifies
as an insurance company under the primary and predominant business activity test of present
law. In the case of a corporation that fails to qualify as an insurance company because of
disqualified shareholder insurance (i.e., a disqualified corporation), premiums with respect to
disqualified shareholder insurance would not be deductible when paid. Special rules (described
below) would apply in determining the deductions and income inclusions of both the disqualified
corporation and the insured with respect to disqualified shareholder insurance.

Disqualified shareholder insurance would be an insurance or reinsurance policy issued
directly or indirectly with respect to a person who is a "large shareholder" of the issuing
corporation, or a person related to such a shareholder. An insurance or reinsurance policy would
not constitute disqualified shareholder insurance if the uitimate insured is not a large shareholder
or a related person (e.g., a third-party risk that is reinsured by the 1ssuing company's affiliate).

A large shareholder would be any person who owns or is considered as owning 10
percent or more of the total combined voting power of all classes of stock of such corporation
entitled to vote. For this purpose, the indirect and constructive ownership rules of section 958
would apply, other than section 958(b)(4). Policyholders of a mutual company would be treated .
as shareholders. A person would be considered to be related based on the application of rules
similar to the rules of section 954(d)(3). Moreover, in the case of an insurance policy covering
liability arising from services performed as a director, officer, or employee of a corporation or as
a partner or employee of a partnership, the person performmg such services would be treated as
related to such corporation or partnership.

Treatment of disqualified corporation

Under the proposal, a disqualified corporation would not be subject to tax under
subchapter L of the Code and would not be eligible for tax-exempt status under section
-501(c)15). The disqualified shareholder insurance generally would not constitute insurance for
purposes of the Code.

The disqualified corporation would not include in income premiums for disqualified
shareholder insurance. The disqualified corporation would include in income, in the year the
msurance expires, the excess, if any, of the premiums received with respect to such insurance
over the aggregate claims paid. The disqualified corporation could deduct the excess, if any, of
the aggregate claims paid with respect to such insurance over the premiums received.

-80-




B AL R

Treatment of large shareholder and related persons

Under the proposal, premiums paid to a disqualified corporation for disqualified
shareholder insurance would not be deductible. Claims paid with respect to such disqualified
shareholder insurance would be includible in the income of the insured to the extent such
aggregate payments exceed the premiums paid. The insured would be allowed a deduction, in the
year the insurance expires, to the extent that the premiums with respect to such disqualified
shareholder insurance exceed the aggregate claims paid. For purposes of section 165(a), the
proceeds of such disqualified shareholder insurance would not constitute compensation by
insurance or otherwise. : : :

Application to reinsurance

‘For purposes of applying this proposal to arrangements involving reinsurance, premiums
paid indirectly and claim amounts received indirectly would be taken into account. If any portion
of disqualified shareholder insurance is ceded to a person that is not related to the ultimate
insured with respect to such insurance, or to any person related to the ultimate insured, that
portion would not constitute disqualified shareholder insurance. The proposal would not apply
to reinsurance transactions between affiliated insurance companies, if the insured risks were not
related party risks with respect to the ceding or the assuming insurance companies. ”

Foreign personal holding company income

In the case of a foreign corporation that is a disqualified corporation, the proposal would
create a new category of foreign personal holding company income under subpart F for income
with respect to disqualified shareholder insurance. This new category of foreign personal holding
income would consist of the excess, if any, of the amount of premiums received with respect to
disqualified shareholder insurance over the claims paid with respect thereto.

Application of gxgiﬁg tax

Disqualified shareholder insurance would be treated as insurance for purposes of the
insurance excise tax if the ultimate insured with respect to such disqualified shareholder
insurance claims a deduction on its tax return for premiums paid directly or indirectly for such
insurance. '

Information reporting

Under the proposal, recordkeeping and information reporting requirements would apply
in cases in which a corporation issues an insurance or reinsurance policy where the person
directly or indirectly insured is a shareholder of the corporation or a person related to a
shareholder. In such a case, the shareholder or the related person would be required to maintain
records and provide information as prescribed in Treasury guidance. If any person fails to satisfy
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these requirements with respect to any insurance or reinsurance policy, no deduction would be
allowed for premiums paid directly or indirectly by such person for such policy.

Regulatory authority

The Secretary of the Treasury would have authority to prescribe regulations as necessary
or appropriate to carry out the purposes of the proposal. The Secretary could issue reguiations
(1) preventing avoidance of these rules through cross-insurance or multiple-contact arrangements
or otherwise; (2) preventing items from being taken into account more than once; (3) providing
that the determination of whether a corporation with disqualified shareholder insurance ‘qualifies
as an insurance company is made on the basis of the average of its net written premiums over
multiple years; and (4) treating persons as related by reason of contractual arrangements or
otherwise.

Effective Date
The proposal would be effective for taxable years beginning after the date of enactment.
3. Modify foreign tax credit carryover ru.les
Present Law

U.S. persons may credit foreign taxes against U.S. tax on foreign source income. The
amount of forengn tax credits that can be claimed in a year is subject to a limitation that prevents
taxpayers from using foreign tax credits to offset U.S. tax on U.S. source income. The foreign
tax credit limitation is calculated separately for specific categories of income.

~ The amount of creditable taxes paid or accrued (or deemed paid) in any taxable year
which exceeds the foreign tax credit limitation is permitted to be carried back two years and
forward five years. The amount carried over may be used as a credit in a carryover year to the
extent the taxpayer otherwise has excess foreign tax credit limitation for such year. The separate
foreign tax credit limitations apply for purposes of the carryover rules.

Description of Proposal

The proposal would reduce the carryback period for excess foreign tax credits from two
years to one year. The proposal also would extend the excess foreign tax credit carryforward
period from five years to seven years.

Effective Date

The proposal would apply to foreign tax credits arising in taxable years beginning after
December 31, 1997.
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4. Reform treatment of foreign oil and gas income and dual-capacity taxpayers
 Present Law

U.S. persons are subject to U.S. income tax on their worldwide income. A credit against
U.S. tax on foreign source income is allowed for foreign taxes. The foreign tax credit is
available only for foreign income, war profits, and excess profits taxes and for certain taxes
imposed in lieu of such taxes. Other foreign levies generally are treated as deductible expenses
only. Treasury regulations provide detailed rules for determining whether a foreign levy is a
creditable income tax. A levy generally is a tax if it is a compulsory payment under the authority
of a foreign country to levy taxes and is not compensation for a specific economic benefit
provided by a foreign country. A taxpayer that is subject to a foreign levy and also receives a
specific economic benefit from such country is considered a "dual capacity taxpayer." Under a’
safe harbor provided in the regulations, the portion of a foreign levy paid by a dual capacity
taxpayer that is creditable is determined based on the foreign country's generally applicable tax
or, if the foreign country has no general tax, the U.S. tax (Treas. Reg. sec. 1.901-2A(e)).

The amount of foreign tax credits that a taxpayer may claim in a year is subject to a
limitation that prevents taxpayers from using foreign tax credits to offset U.S. tax on U.S. source
income. The foreign tax credit limitation is calculated separately for specific categories of
income. The amount of creditable taxes paid or accrued (or deemed paid) in any taxable year
which exceeds the foreign tax credit limitation is permitted to be carried back two years and
carried forward five years. Under a special limitation, taxes on foreign oil and gas extraction
income are creditable only to the extent that they do not exceed a specified amount (eg, 35

- percent of such income in the case of a corporation). A taxpayer must have excess limitation
under the special rules applicable to foreign extraction taxes and excess limitation under the
general foreign tax credit provisions in order to utilize excess foreign oil and gas extraction taxes
in a carryback or carryforward year. A recapture rule applicable to foreign oil and gas extraction
losses treats income that would otherwise be foreign oil and gas extraction income as foreign
source income that is not considered oil and gas extraction income; the taxes on such income
retain their character as foreign oil and gas extraction taxes and continue to be subject to the
special limitation imposed on such taxes. ' ' '

Under the subpart F rules, U.S. 10-percent shareholders of a controlled foreign \
corporation ("CFC") are subject to U.S. tax currently on their shares of certain income earned by
the corporation, whether or not such income is distributed to the shareholders. Such income
includes foreign base company oil related income (sec. 954(g)). Foreign base company oil

related income is foreign oil related income other than income derived from a source within a

foreign country in connection with (1) oil or gas which was extracted from a well located in such
foreign country or (2) oil, gas, or a primary product of oil or gas which is sold by the foreign
corporation or a related person for use or consumption within such country or is loaded in such
country as fuel on a vessel or aircraft. Foreign base company oil related income does not include

income of small producers (i.e., corporations whose average daily oil and natural gas production, -

including production by related corporations, is less than 1,000 barrels).
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Description of Propesal

The proposal would deny the foreign tax credit with respect to all amounts paid or
accrued (or deemed paid) to any foreign country by a dual-capacity taxpayer if the country does
not impose a "generally applicable income tax." A generally applicable income tax would be an
income tax that is imposed on the income derived from business activities conducted within that
country, provided that the tax has substantial application to persons who are not dual capacity
taxpayers and to persons who are citizens or residents of the foreign country. If the foreign
country imposes a generally applicable income tax, the foreign tax credit available to a dual-
capacity taxpayer would not exceed the amount of tax that would be imposed under the generally
applicable income tax. The proposal would not apply to the extent contrary to any treaty
obligation of the United States.

The proposal would replace the special limitation rules applicable to foreign oil and gas
extraction income with a separate foreign tax credit limitation with respect to "foreign oil and
gas income." For this purpose, foreign oil and gas income would include foreign oil and gas
extraction income and foreign oil related income. The proposal would repeal the special
carryover rules applicable to excess foreign oil and gas extraction taxes and would repeal the -
recapture rule for foreign oil and gas extraction losses.

The proposal would treat foreign oil and gas extraction income as income which is
subject to current U.S. taxation under the rules of subpart F.

Effective Date

The proposal would apply to taxable years beginning after the date of enactment.
S. Replace sales source rules with activity-based rule
Present Law

U.S. persons are subject to U.S. tax on their worldwide income. A credit against U.S. tax
on foreign source income is allowed for foreign taxes. Specific rules apply in determining
whether income 1s from U.S. or foreign sources. Income from the sale or exchange of inventory
property that is produced (in whole or in part) within the United States and sold or exchanged
outside the United States is treated as partly from U.S. sources and partly from foreign sources.
Under Treasury regulations, a taxpayer may treat 50 percent of such income as attributable to
production activities and 50 percent of such income as attributable to sales activities.
Alternatively, a taxpayer may determine the income from production activities based upon an
independent factory price. The portion of the income that is attributable to production activities
generally is sourced based on the location of the production assets. The portion of the income
that is attributable to sales activities generally is sourced where the sale occurs.
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Description of Proposal
Under the proposal, income from the sale or exchange of inventory property that is
produced in the United States and sold or exchanged abroad would be apportioned between
production activities and sales activities based on actual economic activity.

Effective Date

The proposal would apply to taxable years beginning after the date of enactment.
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D. Accounting Provisions

1. Termination of suspense accounts for family farm corporations required to use accrual
method of accounting

Present Law

A corporation (or a partnership with a corporate partner) engaged in the trade or business
of farming must use an accrual method of accounting for such activities unless such corporation
(or partnership), for each prior taxable year beginning after December 31, 1975, did not have
gross receipts exceeding $1 million. If a farm corporation 1s required to change its method of
accounting, the section 481 adjustment resulting from such change is included in gross income
ratably over a 10-year period, beginning with the year of change. This rule does not apply to a
family farm corporation.

A provision of the Revenue Act of 1987 ("1987 Act") requires a family corporation (or a
partnership with a family corporation as a partner) to use an accrual method of accounting for its
farming business unless, for each prior taxable year beginning after December 31, 1983, such
corporation {and any predecessor corporation) did not have gross receipts exceeding $25 million.
A family corporation is one where 50 percent or more of the stock of the corporation is held by
one family (or in some limited cases, two or three families).

A family farm corporation that must change to an accrual method of accounting as a
result of the 1987 Act provision is to establish a suspense account in lieu of including the entire
amount of the section 481 adjustment in gross income. The initial balance of the suspense
account equals the lesser of (1) the section 481 adjustment otherwise required for the year of
change, or (2) the section 481 adjustment computed as if the change in method of accounting had
occurred as of the beginning of the taxable year preceding the year of change.

The amount of the suspense account is required to be included in gross income if the
corporation ceases to be a family corporation. In addition, if the gross receipts of the corporation
attributable to farming for any taxable year decline to an amount below the lesser of (1) the gross
receipts attributable to farming for the last taxable year for which an accrual method of
accounting was not required, or (2) the gross receipts attributable to farming for the most recent
taxable year for which a portion of the suspense account was required to be included i in income,
a portion of the suspense account is required to be included in gross income.

Description of Proposal

The proposal would repeal the ability of a family farm corporation to establish a suspense
account when it is required to change to an accrual method of accounting. Thus, under the
proposal, any family farm corporation required to change to an accrual method of accounting
. would restore the section 481 adjustment applicable to the change in gross income ratably over a

- 10-year period beginning with the year of change. In addition, any taxpayer with an existing
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suspense account would be required to restore the account into income ratably over a 10-period,
beginning with the first taxable year beginning after the effective date.

Effective Date

‘The proposal would be effective for taxable years ending after the date of first committee
action.

2. Repeal lower of cost or market inventory accounting method

Present Laﬂl

A taxpayer that sells goods in the active conduct of its trade or business generally must
maintain inventory records in order to determine the cost of goods it sold during the taxable
period. Cost of goods sold generally is determined by adding the taxpayer's inventory at the
beginning of the period to purchases made during the period and subtracting from that sum the
taxpayer's inventory at the end of the period.

Because of the difficulty of accounting for inventory on an item-by-item basis, taxpayers
often use conventions that assume certain item or cost flows. Among these conventions are the
"first-in-first-out" ("FIFO") method which assumes that the items in ending inventory are those
most recently acquired by the taxpayer, and the "last-in-first-out" ("LIFO") method which
assumes that the items in ending inventory are those earliest acquired by the taxpayer.

Treasury regulations provide that taxpayers that maintain inventories under the FIFO
method may determine the value of ending inventory under a (1) cost method or (2) "lower of
~ cost or market" ("LCM") method (Treas. reg. sec. 1.471-2(c)). Under the LCM method, the value
of ending inventory is written down if its market value is less than its cost. Similarly, under the
subnormal goods method, any goods that are unsalable at normal prices or unusable in the
normal way because of damage, imperfections, shop wear, changes of stye, odd or broken lots,
or other similar causes, may be written down to net selling price.

Retail merchants may use the "retail method" in valuing ending inventory. Under the
retail method, the total of the retail selling prices of goods on hand at year end is reduced to
approximate cost by deducting an amount that represents the gross profit embedded in the retail
prices. The amount of the reduction generally is determined by multiplying the retail price of
goods available at yearend by a fraction, the numerator of which is the cost of goods available
for sale during the year and the denominator of which is the total retail selling prices of the
goods available for sale during the year, with adjustments for mark-ups and mark-downs (Treas.
reg. sec. 1.471-8(a)). Under certain conditions, a taxpayer using the FIFO method may determine
the approximate cost or market of inventory by not taking into account retail price mark-downs
for the goods available for sale during the year, even though such mark-downs are reflected in
the retail selling prices of the goods of goods on hand at year end (Treas. reg. sec. 1.471-8(d)).
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As a result, such taxpayer may write down the value of inventory below both its cost and its
market value.

Description of Proposal

The proposal would repeal the LCM fnethod and the subnormal goods method.
Appropriate wash-sale rules would be provided. The proposal would not apply to taxpayers with
average annual gross receipts over a three-year period of $5 million or less.

Effective Date

The proposal would be effective for taxable years beginning after the date of enactment.
Any section 481(a) adjustment required to be taken into account pursuant to the change of
method of accounting under the proposal would be taken into account ratably over a four taxable
year period beginning with the first taxable year the taxpayer is required to change its method of
accounting.

3. Repeal components of cost inventory accounting method

Present Law

Taxpayers using the LIFO method to account for inventories may use the "dollar-value”
LIFO method. Under the dollar-value LIFO method, inventory items are expressed in terms of
constant dollars and "base-year" costs (rather than units), and are grouped in inventory pools.
Total base-year costs by pool, rather than the quantity of specific goods, are used to measure
inventory increases and decreases. If ending inventory at base-year costs is greater than
beginning inventory at base-year costs (i.e., there has been an increase in inventory), such
increase is valued at current-year costs. Taxpayers define items in the pool under the "total
product cost" ("TPC") method or the "components of cost" ("COC") method. Under the TPC
method, ending inventory is determined by valuing the items in ending inventory by the
base-year cost of producing such items. Under the COC method, taxpayers do not measure
ending inventory with reference to the total product cost of producing the items in ending
inventory, but rather treat the units of production (i.e., the amount of material, labor, and
overhead) that were used to produce the inventory as separate items.
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The proper application of the COC method to labor and overhead is unclear under present
law.** Accordingly, the COC method as applied by some taxpayers may produce different results
than the TPC method whenever a taxpayer's production processes change between the base year
and the current year. For example, assume that in the base year the taxpayer can produce an item
by applying S units of material at $8 a unit, 10 hours of direct labor at $10 an hour, and 10 hours
of overhead at $5 an hour.* Thus, it costs $190 to produce an item in the base year (5 times $8,
plus 10 times $10, plus 10 times $5). Further assume that: (1) the taxpayer's production
processes change such that in the current year it now takes 5 units of materials, 5 hours of direct
labor, and 5 hours of overhead to produce the same item; (2) the prices for materials, labor, and
overhead have remained constant from the base year to the current year; and (3) one item of
inventory remains at the end of the current year. Under the TPC method, because prices have
remained constant, ending inventory would be valued at $190 (the total product cost of
producing one item in the base year). Under the COC method as applied by some taxpayers,
ending inventory could be valued at $115 (5 units of materials times $8, plus 5 hours of direct
labor times $10, plus 5 hours of overhead times $5). '

Thus, in this example, application of the COC method in this manner would reduce
taxable income by $75 ($190 less $115) in the current year as compared to the TPC method, The
$75 reduction in taxable income is comprised of the following: (1) $50 of direct labor reductions
(5 less direct labor hours times the $10 per hour labor rate) and (2) $25 of overhead reductions.
In this case, the reduction in labor hours is demonstrable. However, the reduction in overhead
results because of the use of the burden rate that allocates overhead based on direct labor hours
rather than because of a demonstrable reduction of the appropriate amount of overhead to be
applied to inventory. In fact, 2 reduction of labor hours in the current year may be attributable to
an increased reliance upon overhead costs in the production process (e.g., reductions in
workforce may result because of increased mechanization).

Description of Proposal
The proposal would repeal the COC method.

* The use of the COC method as applied by some taxpayers with respect to labor and
overhead costs is not specifically provided for in the Code or regulations, but such method may
be used for financial accounting purposes. Treasury regulations allow taxpayers to treat raw
materials (and the raw material content of work-in-process and finished goods) as a separate item
under the LIFO method (Treas. Reg. sec. 1.472-1(c)). The Internal Revenue Service ("IRS") has
ruled under the particular facts and circumstances of one taxpayer that the application of the
COC method by that taxpayer did not clearly reflect income (TAM 9405005).

% In this example, overhead is allocated to inventory pursuant to a burden rate based on
direct labor hours. Such allocations are common.
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Effective Date

The proposal would be effective for taxable years beginning after the date of enactment.
For taxpayers continuing to use a LIFO method of valuing inventory, the proposal would be
applied on a cut-off basis. For taxpayers switching to a FIFQ or other method of valuing
inventory, the proposal would be applied pursuant to the present-law rules governing such
changes in methods of accounting.

The proposal is not intended to affect the determination of whether the COC method is an

appropriate method under present law and it is intended that the IRS would not be precluded
from challenging its use in taxable years beginning on or before the date of enactment.
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E. Gain Deferral Provisions

1. Expansion of reqﬁirement that involuntarily converted property be replaced with
- property from an unrelated person '

Present Law
Gain realized by a taxpayer from certain involuntary conversions of property is deferred
to the extent the taxpayer purchases property similar or related in service or use to the converted
property within a specified replacement period of time (sec. 1033). Pursuant to a provision of
H.R. 831, as passed by the Congress and signed by the President on April 11, 1995 (P.L.104-7),
subchapter C corporations (and certain partnerships with corporate partners) are not entitled to

defer gain under section 1033 if the replacement property or stock is purchased from a related
person.

Description of Proposal

The proposal would expand the present-law denial of the application of section 1033 to
any other taxpayer (including an individual) that acquires replacement property from a related
party (as defined by secs. 267(b) and 707(b)(1)) unless the taxpayer has aggregate realized gain
of $100,000 or less for the taxable year with respect to converted property with aggregate
realized gains. In the case of a partnership (or S corporation), the annual $100,000 limitation
would apply to both the partnership (or S corporation) and each partner (or shareholder).

Effective Date

The proposal would apply to involuntary conversions occurring after the first date of
committee action. ;

2. Further restrict like-kind exchanges involving foreign personal property
Pres ent Law

Like-kind exchanges

An exchange of property, like a sale, generally is a taxable event. However, no gain or
loss is recognized if property held for productive use in a trade or business or for investment is
exchanged for property of a "like-kind" which is to be held for productive use in a trade or
business or for investment (sec. 1031). In general, any kind of real estate is treated as of a
like-kind with other real property as long as the properties are both located either within or both
- outside the United States. In addition, certain types of property, such as inventory, stocks and
bonds, and partnership interests, are not eligible for nonrecognition treatment under section
1031. :
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If section 1031 applies to an exchange of properties, the basis of the propeﬁy received in
the exchange is equal to the basis of the property transferred, decreased by any money received
by the taxpayer, and further adjusted for any gain or loss recognized on the exchange.

Application of depreciation rules

Tangible personal property that is used predominantly outside the United States generally
1s accorded a Iess favorable depreciation regime than is property that is used predominantly
within the United States. Thus, under present law, if a taxpayer exchanges depreciable U.S.
property with a low adjusted basis (relative to its fair market value) for similar property situated
outside the United States, the adjusted basis of the acquired property will be the same as the
adjusted basts of the relinquished property, but the depreciation rules applied to such acquired
property generally will be different than the rules that were applied to the relinquished property.

Description of Proposal

The proposal would provide that personal property predominantly used within the United
States and personal property predominantly used outside the United States are not "like-kind"
properties. For this purpose, the use of the property surrendered in the exchange will be
determined based upon the use during the 24 months immediately prior to the exchange.
Similarly, for section 1031 to apply, property received in the exchange must continue in the
same use (1.e., foreign or domestic) for the 24 months immediately after the exchange. In
addition, for purposes of the proposal, property used outside the United States but not subject to
the depreciation rules applicable to such property would be treated as property used in the United
States.

Effective Date

The proposal would be effective for transfers after the date of first committee action.
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F. Administrative Provisions
1. Registration of confidential corporate tax shelters

Present Law

An organizer of a tax shelter is required to register the shelter with the Internal Revenue
Service (IRS) (sec. 6111). If the principal organizer does not do so, the duty may fall upon any
other participant in the organization of the shelter or any person participating in its sale or
management. The shelter's identification number must be furnished to each investor who
purchases or acquires an interest in the shelter. Failure to furnish this number to the tax shelter
investors will subject the organizer to a $100 penalty for each such failure (sec. 6707(b)).

A penalty may be imposed against an organizer who fails without reasonable cause to
timely register the shelter or who provides false or incomplete information with respect to it. The
penalty is the greater of one percent of the aggregate amount invested in the shelter or $500. Any
person claiming any tax benefit with respect to a shelter must report its registration number on
her return. Failure to do so without reasonable cause will subject that person to a $250 penalty
(sec. 6707(b)(2)). >

A person who organizes or sells an interest in a tax shelter subject to the registration rule
or in any other potentially abusive plan or arrangement must maintain a list of the investors (sec.
6112). A $50 penalty may be assessed for each name omitted from the list. The maximum
penalty per year is $100,000 (sec. 6708). '

For this purpose, a tax shelter is defined as any investment that meets two requirements.
First, the investment must be (1) required to be registered under a Federal or state law regulating
securities, (2) sold pursuant to an exemption from registration requiring the filing of a notice
with a Federal or state agency regulating the offering or sale of securities, or (3) a substantial
investment. Second, it must be reasonable to infer that the ratio of deductions and. 350 percent of
credits to investment for any investor (i.e., the tax shelter ratio) may be greater than two to one
as of the close of any of the first five years ending after the date on which the investment is
offered for sale. An investment that meets these requirements will be considered a tax shelter
regardless of whether it is marketed or customarily designated as a tax shelter (sec. 6111(c){1)).

. Description of Prg_posal

The proposal would require a promoter of a corporate tax shelter to register the shelter
with the Secretary. Registration would be required not later than the next business day after the
day when the tax shelter is first offered to potential users. If the promoter is not a U.S. person, or
if a required registration is not otherwise made, then any U.S. participant would be required to
register the shelter. An exception to this special rule provides that registration would not be
required if the U.S. participant notifies the promoter in writing not later than 90 days after
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discussions began that the U.S. participant will not participate in the shelter and the U.S. person
does not in fact participate in the shelter.

A corporate tax shelter is any investment, plan, arrangement or transaction (1) a
significant purpose of the structure of which is tax avoidance or evasion by a corporate
participant, (2) that is offered to any potential participant under conditions of confidentiality, and
(3) for which the tax shelter promoters may receive total fees in excess of $100,000.

A transaction is offered under conditions of confidentiality if: (1) an offeree (or any
person acting on its behalf) has an understanding or agreement with or for the benefit of any
promoter to restrict or limit its disclosure of the transaction or any significant tax features of the
transaction; or (2) the promoter claims, knows or has reason to know (or the promoter causes
another person to claim or otherwise knows or has reason to know that a party other than the
potential offeree claims) that the transaction {or one or more aspects of its structure) is
proprietary to the promoter or any party other than the offeree, or is otherwise protected from
disclosure or use. The promoter includes specified related parties.

Registration will require the submission of information identifying and describing the tax
shelter and the tax benefits of the tax shelter, as well as such other information as the Treasury
Department may require.

Tax shelter promoters are required to maintain lists of those who have signed
confidentiality agreements, or otherwise have been subjected to nondisclosure requirements,
with respect to particular tax shelters. In addition, promoters must retain lists of those paying
fees with respect to plans or arrangements that have previously been registered (even though the
particular party may not have been subject to confidentiality restrictions).

 All registrations will be treated as taxpayer information under the provisions of section
6103 and will therefore not be subject to any public disclosure.

The penalty for failing to timely register a corporate tax shelter is the greater of $10,000
or 50 percent of the fees payable to any promoter with respect to offerings prior to the date of
late registration (i.e., this part of the penalty does not apply to fee payments with respect to
offerings after late registration). A similar penalty is applicable to actual participants in any
corporate tax shelter who were required to register the tax shelter but did not. With respect to
participants, however, the 50-percent penalty is based only on fees paid by that participant.
Intentional disregard of the requirement to register by either a promoter or a participant increases
the 50-percent penalty to 75 percent of the applicable fees.

Effective Date

. The proposal would apply to any tax shelter offered to potential participants after the date
the Treasury Department issues guidance with respect to the filing requirements.
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2. Information reporting on persons receiving contract payments from certain Federal
agencies

Present Law

A service recipient (i.e., a person for whom services are performed) engaged in a trade or
business who makes payments of remuneration in the course of that trade or business to any
person for services performed must file with the IRS an information return reporting such
payments (and the name, address, and taxpayer identification number of the recipient) if the
remuneration paid to the person during the calendar year is $600 or more (sec. 6041A(a)). A
similar statement must also be furnished to the person to whom such payments were made (sec.
6041A(e)). Treasury regulations explicitly exempt from this reporting requirement payments
made to a corporation (Treas. Reg. 1.6041A-1(d)(2)).

The head of each Federal executive agency must file an information return indicating the
name, address, and taxpayer identification number (TIN) of each person (including corporations)
with which the agency enters into a contract (sec. 6050M). The Secretary of the Treasury has the
authority to require that the returns be in such form and be made at such time as is necessary to
make the returns useful as a source of information for collection purposes. The Secretary is given
the authority both to establish minimum amounts for which no reporting is necessary as well as
to extend the reporting requirements to Federal license grantors and subcontractors of Federal
contracts. Treasury regulations provide that no reporting is required if the contract is for $25.000
or less (Treas. Reg. 1.6050M-1(c)(1)(i)). ' ‘

Description of Proposal

The proposal would require reporting of all payments of $600 or more made by a Federal
executive agency to any person (including a corporation) for services. In addition, the proposal
‘would require that a copy of the information return be sent by the Federal agency to the recipient
of the payment. An exception would be provided for certain classified or confidential contracts,

Effective Date

The proposal would be effective for returns the due date _fof which (Without regard to
extensions) is more than 90 days after the date of enactment.

3. Increased information reporting penalties
Present Law
Any person who fails to file a correct information return with the IRS on or before the
prescribed filing date is subject to a penalty that varies based on when, if at all, the correct

information return is filed. If a person files a correct information return after the prescribed filing
date but on or before the date that is 30 days after the prescribed filing date, the penalty is $15
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per return, with a maximum penalty of $75,000 per calendar year. If a person files a correct
information return after the date that is 30 days after the prescribed filing date but on or before
August 1 of that year, the penalty is $30 per return, with a maximum penalty of $150,000 per
calendar year. If a correct information return is not filed on or before August 1, the amount of the
penalty is $50 per return, with 2 maximum penalty of $250,000 per calendar year.

There is a special rule for de mimimis failures to include the required, correct information.
This exception applies to incorrect information returns that are corrected on or before August 1.
Under the exception, if an information return is originally filed without all the required
information or with incorrect information and the return is corrected on or before August 1, then
the original return is treated as having been filed with all of the correct required information. The
number of information returns that may qualify for this exception for any calendar year is limited
to the greater of (1) 10 returns or (2) one-half of one percent of the total number of information
returns that are required to be filed by the person during the calendar year.

In addition, there are special, lower maximum levels for this penalty for small businesses.
For this purpose, a small business is any person having average annual gross receipts for the
most recent three taxable years ending before the calendar year that do not exceed $5 million.
The maximum penalties for small businesses are: $25,000 (instead of $75,000) if the failures are
corrected on or before 30 days after the prescribed filing date; $50,000 (instead of $150,000) if
the failures are corrected on or before August 1; and $100,000 (instead of $250,000) if the
failures are not corrected on or before August 1.

If a failure to file a correct information return with the IRS is due to intentional disregard .
of the filing requirement, the penalty for each such failure is generally increased to the greater of
$100 or ten percent of the amount required to be reported correctly, with no limitation on the
maximum penalty per calendar year (sec. 6721(e)). The increase in the penalty applies regardless
of whether a corrected information return is filed, the failure is de minimis, or the person subject
to the penalty is a small business.

Description of Proposal

- The proposal would increase the penalty for failure to file information returns correctly
on or before August 1 from $50 for each return to the greater of $50 or 5 percent of the amount
required to be reported correctly but not so reported. The $250,000 maximum penalty for failure
to file correct information returns during any calendar year ($100,000 with respect to small
businesses) would continue to apply under the proposal.

The proposal also would provide for an exception to this increase where substantial
compliance has occurred. The proposal would provide that this exception would apply with
respect to a calendar year if the aggregate amount that is timely and correctly reported for that
calendar year is at least 97 percent of the aggregate amount required to be reported under that
section of the Code for that calendar year. If this exception applies, the present-law penalty of
$50 for each return would continue to apply.
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The proposal would not affect the following provisions of present law: (1) the reduction
in the $50 penalty where correction is made within a specified period; (2) the exception for de
minimis failures; (3) the lower limitations for persons with gross receipts of not more than
$5,000,000; (4) the increase in the penalty in cases of intentional disregard of the filing _
requirement; (5) the penalty for failure to furnish correct payee statements under section 6722;

- - (6) the penalty for failure to comply with other information reporting requirements under section

6723, and (7) the reasonable cause and other special rules under section 6724.
Effective Date

The proposal would apply to information returns the due date for which (without regard
to extensions) is more than 90 days after the date of enactment.

4. Disclosure of tax return information for administration of certain veterans programs
Present Law

The Internal Revenue Code prohibits disclosure of tax returns and return information,
except to the extent specifically authorized by the Internal Revenue Code (sec. 6103).
Unauthorized disclosure is a felony punishable by a fine not exceeding $5,000 or imprisonment
of not more than five years, or both (sec. 7213). An action for civil damages also may be
brought for unauthorized disclosure (sec. 7431). No tax information may be furnished by the
Internal Revenue Service (IRS) to another agency unless the other agency establishes procedures
satisfactory to the IRS for safeguarding the tax information it receives (sec. 6103 (p)).

Among the disclosures permitted under the Code is disclosure to the Department of
Veterans Affairs (DVA) of self-employment tax information and certain tax information
supplied to the Internal Revenue Service and Social Security Administration by third parties.
Disclosure is permitted to assist DVA in determining eligibility for, and establishing correct
benefit amounts under, certain of its needs-based pension, health care, and other programs (sec.
6103(1)(7XD)(viii)). The income tax returns filed by the veterans themselves are not disclosed
to DVA,

The DVA is required to comply with the safeguards. curréntly contained in the Code and
in section 1137(c) of the Social Security Act (governing the use of disclosed tax information).
These safeguards include independent verification of tax data, notification to the individual
concerned, and the opportunity to contest agency findings based on such information.

The DVA disclosure provision is scheduled to expire after September 30, 1998.
Descﬁptign of Proposhl |

The proposal would extend the DVA disclosure provision through September 30, 2002
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Effective Dat

The proposal would be effective on the date of enactment.
3. Extension of withholding to certain gambling winnings

Present Law

In general, proceeds from a wagering transaction are subject to withholding at a rate of
28 percent if the proceeds exceed $5,000 and are at least 300 times as large as the amount
wagered. The proceeds from a wagering transaction are determined by subtracting the amount
wagered from the amount received. No withholding tax is imposed on winnings from bingo or
keno.

Description_of Proposal

The proposal would impose withholding on proceeds from bingo or keno wagering
transactions at a rate of 28 percent if such proceeds exceed $5,000, regardless of the odds of the
wager.

Effective Date

The proposal would be effective for payments made after the beginning of the ﬁrst month
that begins at least 10 days after the date of enactment.

6. Reporting of certain payments made to attorneys
Present Law

Information reporting is required by persons engaged in a trade or business and making
payments in the course of that trade or business of "rent, salaries, wages, ... or other fixed or
determinable gains, profits, and income" (Code sec. 6041(a)). Treas. Reg. sec. 1.6041-1(d)(2)
provides that attorney's fees are required to be reported if they are paid by a person in a trade or
business in the course of a trade or business. Reporting is required to be done on Form _
1099-Misc. If, on the other hand, the payment is 2 gross amount and it is not known what portion
is the attorney's fee, no reporting is required on any portion of the payment.

Description of Proposal

The proposal would require gross proceeds reporting on all payments to attorneys made
by a trade or business in the course of that trade or business. It is anticipated that gross proceeds
reporting would be required on Form 1099-B (currently used by brokers to report gross
proceeds). The only exception to this new reporting requirement would be for any payments
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reported on either Form 1099-Misc under section 6041 (reports of payment of income) or on
- Form W-2 under section 6051 (payments of wages).

In addition, the present exception in the regulations exempting from reporting any
payments made to corporations would not apply to payments made to attorneys. Treas. Reg. sec.
1.6041-3(c) exempts payments to corporations generally (although payments to most
corporations providing medical services must be reported). Reporting would be required under
both Code sections 6041 and 6045 (as proposed) for payments to corporations that provide legal
services. The exception of Treas. Reg. sec. 1.6041-3(g) exempting from reporting payments of
salaries or profits paid or distributed by a partnership to the individual partners would continue
to apply to both sections (since these amounts are required to reported on Form K-1).

First, the proposal would apply to payments made to attorneys regardless of whether the
attorney is the exclusive payee. Second, payments to law firms are payments to attorneys, and
therefore would be subject to this reporting provision. Third, attorneys would be required to
promptly supply their TINs to persons required to file these information reports, pursuant to
section 6109. Failure to do so could result in the attorney being subject to penalty under section
6723 and the payments being subject to backup withholding under section 3406. Fourth, the IRS
should administer this provision so that there is no overlap between reporting under section 6041
and reporting under section 6045. For example, if two payments are simultaneously made to an
attorney, one of which represents the attorney's fee and the second of which represents the
settlement with the attorney's client, the first payment would be reported under section 6041 and
the second payment would not be reported under either section 6041 or section 6045, since it is
known that the entire payment represents the settlement with the client (and therefore no portion
of it represents income to the attorney). ‘ ' '

Effective Date

The proposal would be effective for payments made after December 31, 1997. |
Consequently, the first information reports would be filed with the IRS (and copies will be
provided to recipients of the payments) in 1999, with respect to payments made in 1998.

7. Modify the substantial understatement penalty

Present Law

A 20-percent penalty applies to any portion of an underpayment of income tax required
to be shown on a return that is attributable to a substantial understatement of income tax. For
this purpose, an understatement is considered "substantial" if it exceeds the greater of (1) 10
percent of the tax required to be shown on the return, and (2) $5,000 ($10,000 in the case of a
corporation other than an S corporation or a personal holding company). Generally, the amount
of an "understatement" of income tax is the excess of the tax required to be shown on the return,
over the tax shown on the return (reduced by any rebates of tax). The substantial understatement
penalty does not apply if there was a reasonable cause for the understatement and the taxpayer
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acted in good faith with respect to the understatement (the "reasonable cause exception"). The
determination as to whether the taxpayer acted with reasonable cause and in good faith is made
on a case-by-case basis, taking into account all pertinent facts and circumstances.

Description of Propesal

The proposal would treat a corporation's deficiency of more than $10 mitlion as
substantial for purposes of the substantial understatement penalty, regardless of whether it
exceeds 10 percent of the taxpayer's total tax liability.

Effective Date

The proposal would be effective for taxable years beginning after the date of enactment.
8. Establish IRS continuous levy and improve debt collection

a. Continuous levy

Present Law

If any person is liable for any internal revenue tax and does not pay it within 10 days
after notice and demand*’ by the IRS, the IRS may then collect the tax by levy upon all property
and rights to property belonging to the person,* unless there is an explicit statutory restriction on
doing so. A levy is the seizure of the person's property or rights to property. Property that is not
cash is sold pursuant to statutory requirements.*

In general, a levy does not apply to property acquired after the date of the levy,*

regardless of whether the property is held by the taxpayer or by a third party (such as a bank) on
behalf of a taxpayer. Successive seizures may be necessary if the initial seizure is insufficient to

*7 Notice and demand is the notice given to a person liable for tax stating that the tax has
been assessed and demanding that payment be made. The notice and demand must be mailed to
the person's last known address or left at the person's dwelling or usual place of business. Code
sec. 6303,

% Code sec. 6331.
* Code secs. 6335-6343.
* Code sec. 6331(b).
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satisfy the liability.” The only exception to this rule is for salary and wages.2 A levy on salary
and wages is continuous from the date it is first made until the date it is fully paid or becomes
unenforceable.

A minimum exemption is provided for salary and wages.” It is computed on a weekly
basis by adding the value of the standard deduction plus the aggregate value of personal |
exemptions to which the taxpayer is entitled, divided by 52.%* For a family of four for taxable

year 1996, the weekly minimum exemption is $325.%

Description of Proposal

The proposal would amend the Code to provide that a continuous levy is also applicable
to non-means tested recurring Federal payments. This is defined as a Federal payment for which
eligibility is not based on the income and/or assets of a payee. For example, Social Security
payments would be subject to continuous levy.

In addition, the proposal would provide that this levy would attach up to 15 percent of
any salary or pension payment due the taxpayer. This rule would explicitly replace the other
specifically enumerated exemptions from levy in the Code. Under the proposal, the continuous
levy could apply to the entire amount of a Federal payment that is not salary or a pension

payment. '
Effective Date

The proposal would be effective for levies issued after the date of enactment.

1 Code sec. 6331(c).
* Code sec. 6331(e).
% Code sec. 6334(a)(9).
** Code sec. 6334(d).

% Standard deduction of $6,700 plus four personal exemptioﬁs at $2,550 each équals
$16,900, which when divided by 52 equals $325. ' : '
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b. Modifications of levy exemptions
Present Law
The Code exempts from levy workmen's compensation payments> and annuity or
pension payments under the Railroad Retirement Act and beneﬁts under the Railroad

Unemployment Insurance Act” described above.

Description of Proposal

The proposal would provide that the fol]oWing property is not exempt from levy if the
Secretary of the Treasury (or his delegate) approves the levy of such property:

(1) workmen's compensation payments_** and

(2) annuity or pension payments under the Railroad Retirement Act and benefits under
the Railroad Unemployment Insurance Act.

Effective Date

The proposal would apply to levies issued after the date of enactment.

% Code sec. 6334(a)(7).
7 Code sec. 6334(a)(6).

%% Many workmen's compensation payments are made by States. The heading of the new
subsection of the Code (but not the text of the subsection itself) refers to "Federal" payments. A
clarification of this matter may be desirable.
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G. Employment Taxes
1. Extension of Federal unemployment tax

Present Law

The Federal Unemployment Tax Act (FUTA) imposes a 6.2 percent gross tax rate on the
first $7,000 paid annually by covered employers to each employee. Employers in States with
programs approved by the Federal Government and with no delinquent Federal loans may credit
5.4 percentage points against the 6.2 percent tax rate, making the minimum, net Federal
unemployment tax rate 0.8 percent. Since all States have approved programs, 0.8 percent is the
Federal tax rate that generally applies. This Federal revenue finances administration of the
system, half of the Federal-State extended benefits program, and a Federal account for State
loans. The States are supposed to use the revenue turned back to them by the 5.4 percent credit to
finance their regular State programs and half of the Federal-State extended benefits program.

In 1976, Congress passed a temporary surtax of 0.2 percent of taxable wages to be added
to the permanent FUTA tax rate. Thus, the current 0.8 percent FUTA tax rate has two
components: a permanent tax rate of 0.6 percent, and a temporary surtax rate of 0.2 percent. The
temporary surtax has been subsequently extended through 1998,

Description of Proposal

The proposal would extend the temporary surtax rate through December 3 1, 2007.
Effective Date
The proposal would be effective for labor performed on or after January 1, 1999,

2. Deposit requirement for Federal unemployment taxes

Pregent'Law

If an employer's liability for FUTA taxes is over $100 for any quarter, it must be _
deposited by the last day of the first month after the end of the quarter. Smaller amounts are
subject to less frequent deposit rules. '

Description of Proposal

The proposal would require an employer to pay Federal and State unemployment taxes
on a monthly basis in a given year if the employer's FUTA tax liability in the prior year was
$1,100 or more. The deposit with respect to wages paid during a month would be required to be
made by the last day of the following month. A safe harbor would be provided for the required
deposits for the first two months of each calendar quarter. For the first month in each quarter, the
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payment would be required to be the lesser of 30 percent of the actual FUTA Hability for the
quarter or 90 percent of the actual FUTA liability for the month. The cumulative deposits paid in
the first two months of each quarter would be required to be the lesser of 60 percent of the actual
FUTA liability for the quarter or 90 percent of the actual FUTA Hhability for the two months. The
employer would be required to pay the balance of the actual FUTA liability for each quarter by
the last day-of the month following the quarter. States would be required to establish a monthly
deposit mechanism but would be permitted to adopt a similar safe harbor mechanism for paying
State unemployment taxes.

Effective Date

The proposal would be effective for months beginning after December 31, 2001.
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H. Excise Taxes
1. Reinstate Airport and Airway Trust Fund excise taxes
Present Law

Before January 1, 1997, excise taxes were imposed on commercial air passenger and
freight transportation and on fuels used in general aviation (i.e., transportation on non-common
carrier aircraft which is not for hire) to fund the Airport and Airway Trust Fund (the "Airport
Trust Fund"). The Airport Trust Fund was established in 1970 to finance a major portion of the
costs of Federal Aviation Administration (the "FAA") services and grant programs for State and
local government airports. Before establishment of the Airport Trust Fund, Federal aviation
expenditures were financed from general revenues; General Fund domestic air passenger and
fuels taxes were imposed during this period. The structure of the Airport Trust Fund excise
taxes has remained generally unchanged, except for rates, since 1970."

Before 1997, the Airport Trust Fund excise taxes included three taxes on commercial air
~ transportation: :

(1) a 10-percent excise tax on domestic air passenger transportation;
(2) a $6 per person international air passenger departure tax; and
(3) a 6.25-percent domestic air freight excise tax.

During the same period, general aviation (e.g., corporate aircraft) was subject to Airport
- Trust Fund excise taxes on the fuels it used rather than the commercial aviation passenger ticket
and freight excise taxes. The Airport Trust Fund rates for these excise taxes were 17.5 cents per
gallon for jet fuel and 15 cents per gallon for aviation gasoline.

The Airport Trust Fund receives gross receipts attributable to the excise taxes described
above. Present law provides that taxes received by the Treasury Department through the end of
the period when the taxes were last imposed (i.e., through December 31, 1996) are deposited in
the Airport Trust Fund. Taxes received after December 3 1, 1996, may not be transferred to the
Airport Trust Fund under present law.

Description of Proposal

The aviation excises taxes would be reimposed through September 30, 2007, at the same
rates as in effect before January 1, 1997. Revenues from reinstatement of these taxes (and from
 taxes imposed during 1996 that were received by the Treasury after December 31, 1996) would
be deposited in the Airport Trust Fund.

The President's budget states that the Administration intends to propose legislatio_n to

replace these taxes, effective October 1, 1998, with cost-based user fees, as part of the
Administration's effort to place the operation of and funding for the FAA on a more business-like
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basis. The revised charges would be governmental receipts made available in appropriations acts
to fund discretionary spending.

Effective Date

The reinstated excise taxes on air paséenger transportation (including international
departures) and freight waybills would apply to transportation during the period beginning seven
days after the date of the proposal's enactment, but only with respect to amounts paid on and
after that date.

The reinstated portion of noncommercial aviation fuels taxes would apply to aviation fuel
sold and aviation gasoline removed during the period beginning seven days after the date of the
proposal's enactment. '

2. Reinstate Leaking Underground Storage Tank Trust Fund excise tax
Present Law
Before January 1, 1996, a 0.1-cent-per-gallon tax was imposed on gasoline, diesel fuel,

special motor fuels, and fuels used on inland waterways. Revenues from this tax were deposited
in the Leaking Underground Storage Tank ("LUST") Trust Fund. '

Description of Proposal

The President's budget proposal would reinstate the LUST excise tax during the period
after the date of the proposal's enactment and before October 1, 2007.

Revenues from reinstatement of the tax. would be deposited in the LUST Trust Fund.
Effective Date
The proposal would be effective on the date of enactment.
3. Reinstate Superfund excise taxes and corporate environmental income tax
Present Law |

Before January 1, 1996, four taxes were imposed to fund the Hazardous Substance
Superfund Trust Fund ("Superfund") program:

(1) an excise tax on petroleum and imported refined products;

(2) an excise tax on certain hazardous chemicals, imposed at rates that
varied from $0.22 to $4.87 per ton;
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(3) an excise tax on imported substances made with the chemicals subject to
-the tax in (2), above; and

(4) an income tax on corporations calculated using the alternative minimum
tax rules.

' Dgg‘ cription of Proposal
The President's budgét proposal would reinstate the three Superfund excise taxes during
the period after the date of the proposal's enactment and before October 1, 2007. The corporate

environmental income tax would be reinstated for taxable years beginning after December 31,
1996, and before January 1, 2008.

Revenues from reinstatement of these taxes would be deposited in the Superfund Trust
Fund.

Effecti_ve Date -
" The proposal would be effective on the date. of .énactment.
4. Reinstate Oil Spill Liability Trust Fund excise tax
Present_ Law

: A 5-cents-per-barrel excise tax was imposed before January 1, 1995. Revenues from this
tax were deposited in the Oil Spill Liability Trust Fund. The tax did not apply during any
calendar quarter when the Treasury Department determined that the unobligated balance in this
Trust Fund exceeded $1 billion. o '

Description of Proposal

The President's budget proposal would reinstate the Oil Spill Liability Trust Fund tax
during the period after the date of the proposal's enactment and before October 1, 2007. The
proposal also would increase the $1 billion limit on the unobligated balance in this Qil Spill
Liability Trust Fund to $2.5 billion. ' - '

Effective Date

The proposal would be effective on the date of enactment.

-107-



5. Kerosene taxed as diesel fuel
Present Law

Diesel fuel used as a transportation motor fuel generally is taxed at 24.3 cents per gallon.
This tax is collected on all diesel fuel upon removal from a pipeline or barge terminal unless the
fuel is indelibly dyed and is destined for a nontaxable use. Diesel fuel also commonly is used as
heating oil; diesel fuel used as heating oil is not subject to tax. Certain other uses also are exempt
from tax, and some transportation uses (e.g., rail and intercity buses) are taxed at reduced rates.
Both exemptions and reduced-rates are realized through refund claims if undyed diesel fuel is
used in a qualifying use.

Aviatton gasoline and jet fuel (both commercial and noncommercial use) currently are
taxed at a rate of 4.3 cents per gallon. Before January 1, 1997, this aviation fuel was taxed at
rates of 4.3 cents per gallon (commercial aviation), 21.8 cents per gallon (noncommercial
aviation jet fuel); and, 19.3 cents per gallon (noncommercial aviation gasoline). Also, before
January 1, 1996, an additional 0.1-cent-per-gallon tax was imposed to fund the Leaking
Underground Storage Tank Trust Fund. Separate provisions of the President's budget proposal
would reinstate those expired tax rates. The tax on non-gasoline aviation fuel is imposed on the
sale of the fuel by a "producer," typically a wholesale distributor. Thus, this tax is imposed at a
point in the fuel distribution chain subsequent to removal from a terminal facility.

Kerosene is used both as a transportation fuel and as an aviation fuel. Kerosene also is
blended with diesel fuel destined both for taxable (highway) and nontaxable (heating oil) uses to, .
among other things, prevent gelling of the diesel fuel in cold temperatures. Under present law,
kerosene is not subject to tax unless it is blended with taxable diesel fuel or is sold for use as
aviation fuel. When kerosene is blended with dyed diesel fuel to be used in a nontaxable use, the
dye concentration of the fuel mixture must be adjusted to ensure that it meets Treasury
Department requirements for untaxed, dyed diesel fuel.

- Clear, low-sulphur kerosene (K-1) also is used in space heaters, and often is sold for this
purpose at retail service stations. As with other heating oil uses, kerosene used in space heaters,
is not subject to Federal excise tax. Although heating oil often has minor amounts of kerosene
blended with it in colder weather, this blending typically occurs before removal of the fuel from
the terminal facilities where Federal excise taxes are imposed. However, it may be necessary
during periods of extreme or unseasonable cold to add kerosene to heating oil after its removal
from the terminal. Other nontaxable uses of kerosene include feedstock use in the petrochemical
industry,

Description_of Proposal

Kerosene would be subject to the same excise tax rules as diesel fuel. Thus, kerosene
would be taxed when it is removed from a registered terminal unless it is indelibly dyed and
destined for a nontaxable use. However, aviation-grade kerosene that is removed from the
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terminal by a registered producer of aviation fuel would not be subject to the dyeing requirement
and would be taxed under the present law rules applicable to aviation fuel. Feedstock kerosene
that a registered industrial user receives by pipeline or vessel also would be exempt from the
dyeing requirement. Other feedstock kerosene would be exempt from the dyeing requirement to
the extent and under conditions (including satisfaction of registration and certification
requirements) prescribed by regulation. To accommodate State safety regulations that require
the use of clear (K-1) kerosene in certain space heaters, a refund procedure would be provided
under which registered ultimate vendors could claim refunds of the tax paid on kerosene sold for
that use. In addition, the Internal Revenue Service would be given discretion to refund to a
registered ultimate vendor the tax paid on kerosene that is blended with heating oil for use during
periods of extreme or unseasonable cold. '

Effective Date

The proposal would be effective for kerosene removed from terminal facilities after June
30, 1998. Appropriate floor stocks taxes would be imposed on kerosene held beyond the point of
taxation on July 1, 1998.

6. Exempt Federal vaccine purchases from vaccine excise tax for one year
Present Law

Under present law, a manufacturer's excise tax is imposed on the following vaccines
routinely recommended for administration to children: DPT, $4.56 per dose; DT, $0.06 per
dose; MMR, $4.44 per dose; and polio, $0.29 per dose. Any component vaccine of MMR
(measles, mumps, or rubella) is taxed at the same rate as the MMR. combined vaccine,

Amounts equal to net revenues from this excise tax are deposited in the Vaccine Injury
Compensation Trust Fund to finance compensation awards under the Federal Vaccine Injury
Compensation Program for individuals who suffer certain injuries following administration of
the taxable vaccines. This program provides a substitute Federal, "no fault" insurance system for
the State-law tort and private liability insurance systems otherwise applicable to vaccine
manufacturers. All persons immunized after September 30, 1988, with covered vaccines must
pursue compensation under this Federal program before bringing civil tort actions under State
law.

Description of Proposal

The proposal would exempt vaccine purchases paid through grants from the Centers for
Disease Control and Prevention and the Health Care F inancing Administration from the vaccine
excise tax for a 1-year period.

Effective Date

The proposal would be effective for vaccine purchases after September 30, 1997, and
before September 30, 1998, _
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